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OUR COVER 


Charles |. Fox, recently appointed as Deputy Commissioner of 
the Internal Revenue Service, is featured on our cover. Mr. Fox as- 
sumed his new duties on February 11, 1959, succeeding O. Gordon 
Delk, who resigned on January 31, 1959. 

The elevation of a career Internal Revenue Service official to fill 
the second highest position in the IRS came as no surprise, and the 
appointment of Mr. Fox, a career IRS official since 1937, was well 
accepted by both tax counsel and IRS employees. Mr. Fox, 59, is 
known for his professional ability. His knowledge of the functions of 


regional and district offices of the IRS will be a great asset in the per- 
formance of his new duties. 


As deputy commissioner, Mr. Fox assists and acts for the Com- 
missioner in planning, directing, co-ordinating and controlling the 
policies and programs of the IRS. He also supervises the activities of 
the nine regional commissioners, and makes allocations of funds and 
personnel for their offices. 


Mr. Fox has served in a succession of responsible positions within 
the Internal Revenue Service. Immediately prior to his new appoint- 
ment, he was district director of internal revenue in the State of Utah. 
He was one of the three members of a special Audit Training Com- 
mittee formed by the Commissioner of Internal Revenue in 1956. The 
studies of this committee resulted in the establishment of the present 
audit agent training program. 


Mr. Fox is a certified public accountant. He attended the Uni- 
versity of Utah and is a graduate of the La Salle Extension University. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


From the Thoughtful Tax Man. We are inaugurating a new 
department to acquaint tax men everywhere with major tax problems 
as seen through the eyes of specialists. We know you will welcome 
this “keeping you in touch with trends” which will be discussed by 
prominent members of your profession. See page 198. 


Paul D. Seghers is a New York attorney, of Seghers, Reinhart & 
McCall. He is chairman of the International Section of The New York 
Board of Trade, Inc., which accounts for his intense interest in the 
bill introduced a few weeks ago by Congressman Hale Boggs to 
provide incentives to the United States businessman who wishes to 
do business abroad and to remove some of the present obstacles that 
now stand in his way. 


Hindsight v. Foresight. A straight line is the shortest distance 
between two points. Translating this mathematical theory into tax 
law means that the reorganization of corporations must proceed along 
the line laid down many years ago, that the steps involved must have 
a sound business purpose. In the usual case, liquidation of a corpora- 
tion results in capital gain or loss to the stockholders. Amounts dis- 
tributed in liquidation are full payment in exchange for the stock— 
whether the distribution consists of cash or property. However, the 
Code provides several exceptions to the general rule, and, sometimes, 
decisions of the Tax Court involving these provisions provide rather 
unusual results. The article by Thomas J. Donnelly, Jr., beginning 
at page 203, discusses the Tax Court decision of Bausch & Lomb, 
where two transactions, taken separately, might have qualified for a 
nonrecognition-of-gain transaction, but when tied together produced 
the opposite result. 


Mr. Donnelly is an attorney with the Chicago firm of Dallstream, 
Schiff, Hardin, Waite & Dorschel. Prior to entering private practice, 
for a number of years he was a trial attorney with the Office of Chief 
Counsel, Internal Revenue Service, in Chicago and in Milwaukee. 


Involuntary Servitude. Way back in the early ’30s, when the first 
sales and use tax laws were enacted, many businessmen wondered if 
state governments could force them to act as tax collectors. This 
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issue may have been litigated in some of the lower courts, at least. 
The businessman continues to collect and remit to the states their 
sales and use taxes as collected. A few years later, at the federal 
level, we were impelled into a pay-as-you-go and an income-tax- 
withholding device. Following the action of the federal government, 
certain states—the most recent of which is Massachusetts—require 
income tax withholding. There is considerable likelihood that New 
York will soon adopt this device. George Rose, an attorney in Indian- 
apolis, examines the constitutional issue involved in these processes 
which has just been ruled on by the United States Supreme Court, 
and comes to the conclusion that Jefferson’s ideal of “the least gov- 
erned are the best governed” is not compatible with the present 
tendencies of big government. Mr. Rose’s article begin at page 209. 


Small Businesses. Last year when Congressman Mills was extrud- 
ing the Technical Amendments Act through Congress, something called 
the Small Business Tax Revision Act came through in the final process 
as a part of the TAA. A small business is, roughly, a corporation 
with less than $1 million of equity capital. Section 1244, which was 
added to the Code by the TAA, provides a tax break if there is a 
loss on the stock. Reinhold Groh’s article, beginning at page 225, 
explains this new section. At a recent meeting of a joint tax confer- 
ence presented by the Illinois Society of Certified Public Accountants 
and the Illinois State Chamber of Commerce, Mr. Groh was assigned 
the topic “Problems of Individuals.” His article is based upon a part 
of that talk, 


He is a CPA. His firm is Groh, Gough & Company, Chicago. 


Trust for Minors. This article stems from something that hap- 
pened about 27 years ago. It was in 1932 that the gift tax law provided 
that a certain portion of a gift would not be counted in determining 
the total amount of gifts. In other words, each person to whom a 
gift was made had an exclusion. Twenty-seven years ago this amount 
was $5,000, and now it has been cut down to $3,000. The only other 
limitation placed upon the allowance of this exclusion was that it 
should not apply to gifts of future interests. One of the early con- 
troversies arising from such gifts was the question: Who was the 
donee under a trust? Was it the trust, or was it the trust beneficiaries ? 
In the Revenue Act of 1938, Congress eliminated any probability of a 
taxpayer’s obtaining an unlimited number of exclusions by creating 
a trust for each one. The Revenue Act of 1938 removed gifts in trusts 
from the class of gifts to which the exclusion applied. Then came the 
Supreme Court’s decisions in Hutchings, Pelzer and Ryerson. The 
latter two decided that the interest transferred to trusts involved were 
gifts of future interests. But the situation didn’t rest there very long, 
for in the Revenue Act of 1942 Congress again allowed the annual 
exclusion. This time $3,000 was to apply to gifts in trust. That, 
generally, is some background of gifts and trusts, and the article by 
Harvie Branscomb, Jr., beginning at page 231, narrows the question 
even further to the transfers in trust for minors. These transfers are 
governed by Section 2503(c) of the 1954 Code. 


In This Issue 





Mr. Branscomb is an attorney with the firm of Branscomb & 
Foy in Corpus Christi, Texas. His article grows out of a talk he made 
before the tax institute sponsored by the University of Texas Law 
School. 


Advertising Deduction. Advertising is a term of wide definition, 
and the Commissioner has never attempted to define the type or form 
of advertising for which an expenditure is deductible from income tax. 
A taxpayer is still free to choose the advertising which best serves 
its purpose—but there are still certain tests. Advertising expenditures 
must be ordinary and necessary, and must bear a reasonable relation 
to the business activity. For instance, giving a horse a name resembl- 
ing the name of the owner and referring inferentially to his business 
and entering the horse in shows, did not show an adequate tie-in with 
the business to justify the deduction. Nor was the cost of a wedding 
reception to which many customers were invited deductible as adver- 
tising expense. On the other hand, the expense of an African safari 
which resulted in a “Name the Tiger” contest and a great deal of 
publicity for a dairy was allowed as an advertising expense deduction. 
Of course, the taxpayer must prove that some benefit, either in pub- 
licity or good will, comes from the expenditure. Fred C. Scribner, Jr., 
Under Secretary of the Treasury, outlines the Treasury’s attitude on 
institutional and cooperative advertising. See page 230. 


Washington Tax Talk. The Treasury proposes to tax either coop- 
eratives or their members, and there is a legislative battle shaping up 


over this issue. The legislation grows out of two decisions: Carpenter, 
55-1 uste $9259 (CA-5), and Long Poultry Farm, Inc., 57-2 ustc 
{| 10,048 (CA-4). This department also discusses the bill by Congress- 
man Mills for the taxation of life insurance companies, and the Secre- 
tary of the Treasury is asking an amendment to Code Section 613(c) 
(2) regarding depletion on “commercial marketable mineral products.” 


The Understandable Financial Statement. This is not a tax article 
in the strict sense; but it discusses financial statements as a means 
of communicating ideas and, too, financial statements are something 
with which tax men have more than a passing acquaintance. Financial 
statements have come to have interest to many others than those who 
are directly concerned with the management of a business. This ex- 
tended readership calls for a technique which will get the ideas off 
the page and into the reader’s mind. This is a feat, the accomplishment 
of which rests solely with those who prepare such statements. Mr. 
H. S. Wittner’s article at page 243 attacks this problem. By personifi- 
cation of certain data appearing on financial statements, he shows 
what should be done to make financial statements understandable and, 
thus, communicative. 


Mr. Wittner is a CPA in New York City, and the author of a 
very well-accepted book on accounting. He wrote on this subject 
for us ten years ago, and his article and booklet were quite popular. 
We are bringing the article out again, with some additions from the 


March, 1959 © TAXES—The Tax Magazine 





author, because of the recurrent demand for the booklet. Very few 
changes were made, so Mr. Wittner can say that what he said ten 
years ago was so truthfully said that time and circumstances have not 
changed his theories—and that is something special because the 
Supreme Court can’t make that statement. 


Incidentally, CCH is going to bring out this article in a booklet. 
Ten years ago, the prior booklet was quite popular. It was bought in 
quantity and distributed by the purchaser who had his name imprinted 
on the cover. 


The Fraud Issue. In the 1958 fiscal year, the Commissioner proc- 
essed 93,539,000 tax returns. Of these, 69,202,000 were income tax 
returns. During the year, 58,365,000 income tax returns were mathe- 
matically verified. Two million, eight hundred and forty-one thousand 
were examined; in addition, there were 1,637,000 returns which were 
initially selected for examination but, upon further consideration 
by the Audit Division, were closed without taxpayer contact. Of the 
suspected fraud-type cases, 14,416 were investigated. During 1958, 
there was a total of 25,923 tax frauds and other investigations com- 
pleted by the Intelligence Division. Fraud was charged in 12,736 of 
these investigations and prosecution recommended in 1,946. 


The above statistics are taken from the Commissioner of Internal 
Revenue’s Annual Report for 1958. As to fraud investigations, the 
report states that the Commissioner has made an effort to cover 
violations in all geographical areas, in all strata of society, of all types 


of taxes. The report points out that emphasis was continued on the 
identification and investigation of cases of more substance and signifi- 
cance for deterrent effect: “This program required the allocation of 
manpower to conduct special studies and inquiries in those geographical 
areas in which there have been few or no criminal tax cases, as well 
as to conduct surveys of possible noncompliance in various tax paying 
categories.” However, the additional taxes and penalties involved 
in these cases increased 25 per cent over the previous year, although 
there was a decrease of approximately 8 per cent in the number of 
full-scale investigations completed. 


Possibly the statistics will give you some idea of just how little 
chance a single return has of not being checked. 


Beginning at page 275, Ernest R. Mortenson discusses tax avoid- 
ance and tax evasion and the procedure for setting up a criminal case, 
both with and without taxpayer cooperation. Mr. Mortenson was 
formerly Los Angeles District Counsel, Internal Revenue Service, and 
Special Assistant to the Attorney General, Tax Division, Department 
of Justice, Washington, D. C. He is now a practicing attorney in 
Pasadena, California. This article is based upon a talk which he gave 
before a monthly meeting of the Tax Committee of the Los Angeles 
Bar Association. 


In This Issue 





Contributed by Paul D. Seghers, New York attorney; 
chairman, International Section, The New York Board of Trade, Inc.; 
and president and founder, The Federal Tax Forum, Inc. 


AN’L BOONE was making his way through a narrow 

path in a cane brake when he came face to face with a 
bear. There was no way to escape and little time to think, but, 
as Dan’! told the tale afterwards, he did send up what amounted 
to a prayer as he got his hunting knife in his hand: “Good 
Lord, you must be powerful weary of all them folks always 
asking you for help in every little difficulty. I h’aint never 
bothered you before, and I’m not going to start now, but, Lord, 
just don’t help that ba’ar and you'll see a powerful good fight.” 


That is just about all that United States businessmen, 
seeking to succeed in the fight for business and profits in 
foreign fields, are asking of Congress—just give us a fair break 
in competing with businessmen of other lands who are not 
required to pay high United States taxes before their profits 
are brought home. United States taxes on the income of United 
States businessmen which is earned abroad—beyond the juris- 
diction or help of the United States Government—give busi- 
nessmen of other countries a competitive advantage. Like 
Dan’l Boone, we pray: “Don’t help that ba’ar.” 


A bill that would assure “a powerful good fight” is H. R. 5, 
introduced by Congressman Hale Boggs on the first day of the 
present Congress. His bill would extend the existing 14 per- 
centage points Western Hemisphere tax rate reduction to 
world-wide trade, and afford other incentives to encourage 
private investment abroad. It would result in expanded activi- 
ties of United States business in other lands, it would promote 
American industry and it would reduce government expendi- 
tures for foreign economic assistance. 


I agree with Congressman Boggs when, on February 10, he 
told the International Section of the New York Board of Trade: 


“When we talk about foreign economic policy as a whole 
and foreign investment policy in particular, we are talking 
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about policy for national survival. There is no question about 
it. We are engaged in a life and death struggle to save and 
promote the kind of social, political, and economic system—in 
short, the kind of world order—that is the heritage of western 
democracy. .. . 


“Tt is through the expansion of trade and investment that 
we can, in a very real sense, assure our national security. .. . 


“We want to see the growth of international trade in an 
increasingly free environment.” 


I likewise agree with his own appraisal, that the Boggs bill 
represents a balanced, yet a moderate, proposal for tax reform 
in the field of foreign source income. It will go a long way in 
providing the kind of incentives that are necessary in order to 
promote the expansion of private foreign investment. It will 
remove obstacles which have deterred many American busi- 
nessmen from greater overseas operations. 


This bill represents the first comprehensive attempt to 
make many needed reforms in the jumble of provisions in the 
Internal Revenue Code for the taxation of foreign source income. 
It will help to give our kind of economic system a chance to 
work its wonders throughout the world. It will stimulate 
productivity and raise standards of living. 


We are in the midst of a cold war, an economic cold war, 
and our very national existence depends on our winning that 
war. It is not a war to be fought by diplomats alone. United 
States business can contribute in overwhelming measure to a 
successful United States effort, and tax incentives are one way 
of lightening the burden under which United States businesses 
now labor in contending with the totalitarian forces, which are 
not hampered by taxes in their world-wide trade strategy. 


Next month this department will be turned over to the 
new Commissioner of Internal Revenue, Dana Latham. 





TAX-WISE NEWS 


RecarpInGc EXPENSES—Employers will 
not have to report on Form 1099 advances or reimbursements or other 
amounts charged by an employee for traveling and other business 
expenses if such amounts do not have to be reported by the employee 
on his return. 


REMEMBER the article about Circular 230 
last month (page 105)? Here’s some more: The Treasury Depart- 
ment did, in fact, intend to eliminate the requirement of filing infor- 
mation in respect to contingent fee statements. However, in eliminating 
such filing requirements, it was not the intention of the Treasury 
to change the prohibition against contingent fee arrangements, which 
might be champertous and such prohibition remains in full force 
and effect. 


The Treasury adopted rules of practice to permit nonenrolled 
persons to represent the taxpayer with his local office in matters deal- 
ing with the returns prepared for the taxpayer, but a nonenrolled 
person is generally an employee of a taxpayer—sole proprietor- 
ship, partnership, corporation. Generally, nonenrolled persons cannot 
appear as advocates, only as witnesses. 


Att MEMBERS of the American Hereford 
Association and the American Polled Hereford Association will find 
the Hancock decision, CCH Dec. 23,408, 31 TC —, No. 77, interesting 
reading. Compare it with the Clark case, CCH Dec. 22,302, 27 TC 1006. 
The Hancock decision involves a taxpayer who started a breeding 
herd (it grew from 23 to 525 animals in a few years). The taxpayer 
was engaged in the process of building a prime breeding herd of reg: 
istered Polled Hereford cattle. His only herd was devoted to the 
achievement of that end. He was constantly striving to improve its 
quality through selective breeding practices and through continual 
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culling of undesirables. Every animal acquired, whether by birth or 
purchase, was considered by him to be a part of that breeding herd. 
If it developed a defect which rendered it unsuitable for use in the 
herd, it was culled and placed in a pasture apart therefrom to await 
its ultimate disposition. Had the animal not developed the undesirable 
characteristic, it would have continued to have been held for the pur- 
pose of being put to use in the breeding herd. 


The tax problem concerns the sale of those animals culled from 
the herd. On these, the taxpayer took Section 117(j)(1), that is, 
long-term gain. The Commissioner says that the taxpayer’s opera- 
tions clearly indicate that he was in the business of selling breeding 
cattle, and not merely a casual vendor of inferior animals culled from 
his breeding herd. He contends that the cattle culled were held by 
the taxpayer for sale to customers in the ordinary course of that 
business. 


The Tax Court held that the taxpayer’s culling of the undesirables 
from the breeding herd, segregation of the culls from that herd until 
disposition and sale of only the culled animals—and a continual in- 
crease of the size of the breeding herd—do not change the character 
of the animals sold from cattle held for breeding purposes to cattle 
held for sale to customers in the ordinary course of business. 


“Objection overruled. The witness may answer. The question is, were you always 
with the regular herd, or were you always with the breeding herd, or were you 
part of the time with each; and if the latter, tell us each date of transfer."’ 


Tax-Wise News 201 





A BUILDER OF BRIDGES began depreci- 
ating them on the straight-line basis. Then, for some reason, it didn’t 
take a depreciation deduction on its bridges for a number of years. 
In later years, it resumed the taking of the depreciation deduction. 
The Commissioner said the taxpayer could not take any deduction in 
later years, because it had not received permission to change its 
method. The Tax Court said that suspension of the taking of the 
depreciation deduction and its resumption at a later date needed no 
permission.—Guantanamo and Western Railroad Company, CCH Dec. 
23,420, 31 TC —, No. 831. 


THe DISTRICT DIRECTOR levied upon 
the bank account and real estate of a wife for taxes of her husband. 
After such levy, he made a jeopardy assessment against the wife as 
transferee. The district court ordered the district director to release 
the lien. The wife filed a petition in the Tax Court for a redetermina- 
tion of her liability, and the district director is stayed until the Tax 
Court makes its redetermination.—Cole v. Bookwalter, 59-1 ustc { 9236. 


Just WHAT IS constructive receipt? It 
is a doctrine conceived by the Treasury to prevent a taxpayer from 
choosing the year in which to report income by the simple expedient 
of not accepting it. But the Treasury may tax income when the only 
thing preventing the taxpayer from reducing it to possession is his 
own volition. The Tax Court decision involving author Gann is a 
good illustration where constructive receipt didn’t work for the gov- 
ernment and where the taxpayer spread his income over quite a period. 
Mr. Gann wrote a bestseller over a period of three years, but in the 
year following publication, a lot of money began to accumulate in 
the royalty account. The author had another book which he was going 
to write, and he had his publisher agree to give him a substantial 
advance in 20 equal monthly installments. The publishers made Gann 
agree that any royalties earned by his already published books would 
be used to offset the advances for the writing of the new book, and 
that the royalty on the old books would not be paid until the publisher 
recouped the advance from royalties from the sale of the new book. 
The Tax Court went along with Gann. He was allowed to spread his 
income under Section 1302, and he had no income from his prior 
literary work during the time he was receiving the advance for writing 
the new book. Royalties in this period were not constructively re- 
ceived.—Ernest K. Gann, CCH Dec. 23,225, 31 TC —, No. 23. 


A SEPARATED AND DIVORCED husband 
and wife each claimed dependency credits for their three children. 
The children lived with the mother. The court found that the father 
contributed $1,786. The Tax Court apportioned the fair rental value 
of the home (not the mortgage payments, which the mother paid). 

(Continued on page 288) 
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How to Avoid Stumbling Blocks 
in Reorganizations 


By THOMAS J. DONNELLY, Jr. 


This article discusses the unique situation where two transactions 

taken separately may qualify for a nonrecognition-of-gain reorganization 
but when tied together produce the opposite result. 

Mr. Donnelly discusses several alternatives 

which could have been followed with satisfactory results. 


HE RECENT DECISION of the Tax Court in Bausch & Lomb 

Optical Company, CCH Dec. 23,034, 30 TC —, No. 56 (1958), 
which the taxpayer has appealed to the Second Circuit Court of 
Appeals, brings into focus some possible stumbling blocks in planning 
the acquisition of the assets of a corporation in exchange for voting 
stock where the acquiring corporation retains a stock interest in the 
one to be acquired. The 1954 Code gives rise to several methods 
whereby this may be accomplished without gain recognition to the 
parent on the transfer. Under the 1939 Code, however, transactions 
such as the one undertaken by Bausch & Lomb resulted in gain 
recognition. At least the Tax Court so held on these facts: 


Bausch & Lomb owned 79.95 per cent of the outstanding voting stock 
of Riggs Optical Company at a time when it proposed to acquire all 
of the assets of Riggs solely in exchange for its voting stock. There 
were apparent business reasons for the transfer. After the trans- 
action was arranged, Bausch & Lomb transferred 105,000 shares of 
its voting common stock to Riggs in exchange for all its assets. Shortly 
thereafter Riggs’ stockholders voted to dissolve and distribute the 
Bausch & Lomb shares in complete liquidation. As a result, Bausch 
& Lomb received in return some 84,000 of its own shares in exchange 
for its interest in Riggs. 


Stumbling Blocks in Reorganizations 








The author recently joined 

the Chicago law firm of Dallstream, 
Schiff, Hardin, Waite & Dorschel. 
Prior to that he 

served a number of years as 

a trial attorney with 

the Office of the Chief Counsel, 
Internal Revenue Service, 

both in Chicago and Milwaukee. 


The Tax Court concluded this trans- 
action, viewing its several steps as 
a part of one integrated transaction 
pursuant to a preconceived plan, did 
not come within the definition of a 
reorganization as contained in Section 
112(g)(1)(C)* of the 1939 Code (vir- 
tually the same provision as contained 
in Section 368 (a)(1)(C)? of the 1954 
Code, with some exceptions which 
will be discussed later, but which 
would not have affected the court’s 
decision on this question). The court 
reasoned that the assets in Riggs had 
in fact been acquired in part for vot- 
ing stock in Bausch & Lomb, and in 
part for that company’s stock in 
Riggs, and therefore not acquired “‘sole- 
ly for voting stock” within the man- 





*“The term ‘reorganization’ means 
(C) the acquisition by one corporation, in 
exchange solely for all or a part of its 
voting stock, of substantially all the prop- 
erties of another corporation, but in deter- 
mining whether the exchange is solely for 
voting stock the assumption by the acquir- 
ing corporation of a liability of the other, 
or the fact that property acquired is subject 
to a liability, shall be disregarded ty 
ii the term ‘reorganization’ means 
(C) the acquisition by one corpora- 
tion, in exchange solely for all or a part of 
its voting stock (or in exchange solely for 
all or a part of the voting stock of a cor- 
poration which is in control of the acquiring 
corporation), of substantially all of the 
properties of another corporation, but in 
determining whether the exchange is solely 
for stock the assumption by the acquiring 
corporation of a liability of the other, or 
the fact that property acquired is subject 
to a liability, shall be disregarded . ai 
*“No gain or loss shall be recognized if 
a corporation a party to a reorganization 


204 


March, 


date of the statute. In arriving at this 
conclusion the court tied the dissolu- 
tion of Riggs with the acquisition of 
its assets by Bausch & Lomb, and by 
reference to the one integated trans- 
action doctrine came to the conclusion 
that the assets were in fact acquired 
in part with Bausch & Lomb’s stock 
in Riggs. 

It is apparent that the transac- 
tion whereby Bausch & Lomb ac- 
quired the assets of Riggs solely for 
its voting stock, viewed separately, 
would have come within the definition 
of a reorganization as contained in 
Section 112(g)(1)(C) of the 1939 
Code and Section 368(a)(1)(C) of the 
1954 Code. It, therefore, would have 
qualified for the nonrecognition-of- 
gain treatment provided by Section 
112(b)(4)* of the 1939 Code and Sec- 
tion 361(a)* of the 1954 Code. Fur- 
thermore, its basis for the assets would 
have been the same as in the hands of 
Riggs. (See 1954 Code Section 362 
(b).”) 

It is likewise apparent that the 
transaction whereby Bausch & Lomb 
exchanged its shares in Riggs for its 


exchanges property, in pursuance of the 
plan of reorganization, solely for stock or 
securities in another corporation a party to 
the reorganization.” 

*“No gain or loss shall be recognized if 
a corporation a party to a reorganization 
exchanges property, in pursuance of the 
plan of reorganization, solely for stock or 
securities in another corporation a party 
to the reorganization.” 

°“TRANSFERS TO CoRPORATIONS.—If prop- 
erty was acquired by a corporation in con- 
nection with a reorganization to which this 
part applies, then the basis shall be the 
same as it would be in the hands of the 
transferor, increased in the amount of gain 
recognized to the transferor on such trans- 
fer, This subsection shall not apply if the 
property acquired consists of stock or se- 
curities in a corporation a party to the 
reorganization, unless acquired by the is- 
suance of stock or securities of the trans- 
feree as the consideration in whole or in 
part for the transfer.” 
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own voting stock in complete liquida- 
tion of Riggs would normally have 
qualified for nonrecognition-of-gain 
treatment (1939 Code Section 112(b) 
(3)® and 1954 Code Section 354(a) 
(1)") if the transaction occurred in a 
reorganization. Furthermore, this is 
not the type of transaction where gain 
is normally recognized. (1954 Code 
Section 311(a).*) It is an exchange of 
property by a corporation in respect 
to its own stock. We then have two 
separate transactions in respect to 
each of which Congress has provided 
nonrecognition-of-gain treatment, but 
which, when tied together by the 
courts, produce a different result. 


Under the 1954 Code, Bausch & 
Lomb could follow several courses in 
arranging this transaction to result in 
nonrecognition of gain, depending on 
whether it owned at least 80 per cent 
or less than 20 per cent of the voting 
stock of Riggs, or whether its hold- 
ings were in the 21 per cent to 79 per 
cent category. 


In respect to corporations owning 
80 per cent or more of the stock in 
their subsidiaries the solution is simple. 
They will simply liquidate the sub- 
sidiary as a controlled corporation 
under Section 332° of the 1954 Code 
as they might have done under Sec- 
tion 112(b) (6)*° of the 1939 Code. By 





*“StocK FoR STOCK ON REORGANIZATION.— 
No gain or loss shall be recognized if stock 
or securities in a corporation a party to a 
reorganization are, in pursuance of the plan 
of reorganization, exchanged solely for stock 
or securities in such corporation or in an- 
other corporation a party to the reorgan- 
ization.” 


“Tn GENERAL.—No gain or loss shall be 
recognized if stock or securities in a cor- 
poration a party to a reorganization are, in 
pursuance of the plan of reorganization, 
exchanged solely for stock or securities in 
such corporation or in another corporation 
a party to the reorganization.” 


* “GENERAL RuLE.—Except as provided in 
subsections (b) and (c) of this section and 
section 453(d), no gain or loss shall be 
recognized to a corporation on the dis- 
tribution, with respect to its stock, of— 

“(1) its stock (or rights to acquire its 
stock), or 

“(2) property.” 

*“(4) GENERAL Rute—No gain or loss 
shall be recognized on the receipt by a 
corporation of property distributed in com- 
plete liquidation of another corporation. 


“(b) Ligumations To WHICH SECTION AP- 
PLIES.—For purposes of subsection (a), a 
distribution shall be considered to be in 
complete liquidation only if— 


“(1) the corporation receiving such prop- 
erty was, on the date of the adoption of the 
plan of liquidation, and has continued to be 
at all times until the receipt of the property, 
the owner of stock (in such other corpora- 
tion) possessing at least 80 percent of the 
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total combined voting power of all classes 
of stock entitled to vote and the owner of 
at least 80 percent of the total number of 
shares of all other classes of stock (except 
nonvoting stock which is limited and pre- 
ferred as to dividends); and either 

“(2) the distribution is by such other cor- 
poration in complete cancellation or re- 
demption of all its stock, and the transfer 
of all the property occurs within the tax- 
able year; in such case the adoption by the 
shareholders of the resolution under which 
is authorized the distribution of all the 
assets of such corporation in complete can- 
cellation or redemption of all its stock 
shall be considered an adoption of a plan 
of liquidation, even though no time for the 
completion of the transfer of the property 
is specified in such resolution 


“PROPERTY RECEIVED BY CORPORATION ON 
CoMPLETE LIQUIDATION OF ANOTHER. — No 
gain or loss shall be recognized upon the 
receipt by a corporation of property dis- 
tributed in complete liquidation of another 
corporation. For the purposes of this para- 
graph a distribution shall be considered to 
be in complete liquidation only if— 

“(A) the corporation receiving such prop- 
erty was, on the date of the adoption of the 
plan of liquidation, and has continued to be 
at all times until the receipt of the prop- 
erty, the owner of stock (in such other 
corporation) possessing at least 80 per 
centum of the total combined voting power 
of all classes of stock entitled to vote and 
the owner of at least 80 per centum of the 
total number of shares of all other classes 


(Continued on following page) 
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the same measure, if they own less 
than 20 per cent of the stock of the 
other company, the entire transaction 
may qualify as a reorganization by 
reason of the provision contained in 
Section 368 (a)(2)(B)(iii)™ of the 
1954 Code, which provides that if at 
least 80 per cent of the market value 
of the assets acquired are acquired 


solely for voting stock, subsection (a) 
(1)(C) will apply. This then means 
that under the 1954 Code provisions 
the requirement that the assets be 
acquired “solely” in exchange for vot- 
ing stock is no longer applicable, and 
that up to 20 per cent of the fair 
market value of the assets may now 
be acquired in exchange for other 





(Footnote 10 continued) 

of stock (except nonvoting stock which is 
limited and preferred as to dividends), and 
was at no time on or after the date of the 
adoption of the plan of liquidation and 
until the receipt of the property the owner 
of a greater percentage of any class of 
stock than the percentage of such class 
owned at the time of the receipt of the 
property; and 

“(B) no distribution under the liquidation 
was made before the first day of the first 
taxable year of the corporation beginning 
after December 31, 1935; and either 

“(C) the distribution is by such other 
corporation in complete cancellation or re- 
demption of all its stock, and the transfer 
of all the property occurs within the tax- 
able year; in such case the adoption by the 
shareholders of the resolution under which 
is authorized the distribution of all the 
assets of such corporation in complete can- 
cellation or redemption of all its stock, shall 
be considered an adoption of a plan of 
liquidation, even though no time for the 
completion of the transfer of the property 
is specified in such resolution; or 

“(D) such distribution is one of a series 
of distributions by such other corporation 
in complete cancellation or redemption of 
all its stock in accordance with a plan of 
liquidation under which the transfer of all 
the property under the liquidation is to be 
completed ‘within three years from the close 
of the taxable year during which is made 
the first of the series of distributions under 
the plan, except that if such transfer is not 
completed within such period, or if the tax- 
payer does not continue qualified under 
subparagraph (A) until the completion of 
such transfer, no distribution under the 
plan shall be considered a distribution in 
complete liquidation. 

“If such transfer of all the property does 
not occur within the taxable year the Com- 
missioner may require of the taxpayer such 
bond, or waiver of the statute of limitations 
on assessment and collection, or both, as 
he may deem necessary to insure, if the 
transfer of the property is not completed 
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within such three-year period, or if the 
taxpayer does not continue qualified under 
subparagraph (A) until the completion of 
such transfer, the assessment and collec- 
tion of all income, war-profits, and excess- 
profits taxes then imposed by law for such 
taxable year or subsequent taxable years, 
to the extent attributable to property so 
received. A distribution otherwise consti- 
tuting a distribution in complete liquidation 
within the meaning of this paragraph shall 
not be considered as not constituting such 
a distribution merely because it does not 
constitute a distribution or liquidation within 
the meaning of the corporate law under 
which the distribution is made; and for the 
purposes of this paragraph a transfer of 
property of such other corporation to the 
taxpayer shall not be considered as not 
constituting a distribution (or one of a 
series of distributions) in complete cancella- 
tion or redemption of all the stock of such 
other corporation, merely because the carrying 
out of the plan involves (i) the transfer 
under the plan to the taxpayer by such 
other corporation of property, not attributable 
to shares owned by the taxpayer, upon an 
exchange described in paragraph (4) of this 
subsection, and (ii) the complete cancella- 
tion or redemption under the plan, as a 
result of exchanges described in paragraph 
(3) of this subsection, of the shares not 
owned by the taxpayer.” 

sha (iii) the acquiring corpora- 
tion acquires, solely for voting stock de- 
scribed in paragraph (1)(C), property of 
the other corporation having a fair market 
value which is at least 80 percent of the 
fair market value of all of the property of 
the other corporation, then such acquisition 
shall (subject to subparagraph (A) of this 
paragraph) be treated as qualifying under 
paragraph (1) (C). Solely for the purpose 
of determining whether clause (iii) of the 
preceding sentence applies, the amount of 
any liability assumed by the acquiring cor- 
poration, and the amount of any liability to 
which any property acquired by the acquir- 
ing corporation is subject, shall be treated 
as money paid for the property.” 
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property. However, in applying the 
80-per-cent-of-fair-market-value test, 
the assumption of liabilities by the 
transferee is considered payment other 
than in stock. If any liabilities are 
assumed, the permitted 20 per cent 
must be reduced by the fair value of 
the liabilities. 


These provisions, however, will not 
solve the problem of a corporation 
owning more than 20 per cent but less 
than 80 per cent of the stock of a 
corporation, the assets of which it 
intends to acquire. These corporations 
must look to other 1954 Code provi- 
sions to find relief. 


One solution may be to acquire 
whatever stock interest is necessary 
to bring its holdings to 80 per cent, 
so that it may take advantage of the 
provision of Section 332 of the 1954 
Code. This was a possible escape un- 
der the 1939 Code as well. But for 
practical considerations this may not 
be feasible in many cases. It will also 
lead to some basis disadvantages if 
the additional stock acquired to make 
up the 80 per cent is acquired within 
two years of the liquidation. (See 
1954 Code Section 334(b).) 


Another solution, in the event the 
corporation’s present holdings are not 
greatly in excess of 20 per cent, would 
be to dispose of a portion of the stock 
prior to the transaction whereby the 
assets are acquired, and reduce its 
holdings to less than 20 per cent. Of 
course, the gain on the shares dis- 
posed of to accomplish this will be 
recognized. At the same time, the 
acquired corporation could not have 
a great amount of outstanding liabili- 
ties for such a plan to be effective. 
Furthermore, if this is accomplished 
by a redemption, the courts may con- 
clude that the amounts received for 
the stock are part of the assets of the 
corporation acquired pursuant to a 


preconceived plan, the purpose of 
which was to acquire all of the assets 
of the other, and again decide the 
redemption is but one step in an inte- 
grated transaction having this for its 
purpose. The value of the assets ac- 
quired for property other than voting 
stock would then be in excess of 20 
per cent, and the transaction would 


not qualify as a reorganization under 
Section 368(a)(1)(C). 

In the Bausch & Lomb-type case 
still another solution may be to re- 
frain from bringing about the dissolu- 
tion of Riggs. The transaction would 
then have ended with the exchange of 
voting stock for the assets of Riggs, 
and nothing more. Riggs could redeem 
its outstanding shares held by stock- 
holders other than Bausch & Lomb, 
and then would be owned entirely by 
Bausch & Lomb, with its only asset 
stock in Bausch & Lomb. No gain 
will be recognized if this is the only 
step taking place, by reason of the 
provisions of Section 36l(a)* of the 
1954 Code. If, at a somewhat later 
date Riggs is liquidated and Bausch 
& Lomb receives its own shares in 
exchange for its stock in Riggs, no 
gain is recognized pursuant to the pro- 
visions of Section 311(a) and Section 
336 ** of the 1954 Code. A court, how- 
ever, could find the substance of the 
transaction to be such that the assets 
of Riggs are again considered to have 
been acquired in part for Bausch & 
Lomb’s stock in Riggs, and conclude 
that no reorganization has_ been 
effected. The extent to which a court 
may use conjecture to find substance 
over form is difficult to predict. At 
least the transaction which the court 
in the Bausch & Lomb case concluded 
was a part of the preconceived plan 
will not have taken place. The court 
would have to say, in substance, that 
Riggs is deemed to have dissolved. 





* See footnote 4. 


Stumbling Blocks in Reorganizations 


™ See footnote 8. 
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A twist of this last suggestion would 
be for Bausch & Lomb to organize 
a second subsidiary, and transfer to 
it its own voting common stock in 
sufficient quantity to purchase all the 
assets of Riggs, solely in exchange 
for all the stock to be issued by the 
new subsidiary. The new subsidiary 
would then acquire all the assets of 
Riggs solely in exchange for the stock 
of its parent. Riggs could then be 
liquidated, and the new subsidiary 
kept alive until the statute of limita- 
tions on the transaction has expired. 
The acquisition by the new subsidiary 
of the assets of Riggs for voting stock 
in its parent qualifies as a reorganiza- 
tion within the enlarged definition of 
Section 368(a)(1)(C) of the 1954 
Code, which includes an acquisition 
by one corporation, in exchange solely 
for all or a part of the voting stock 
of a corporation which is in control 
of the acquiring corporation. The def- 
inition of a party to a reorganization 
has also been enlarged to include not 
only the acquiring corporation but 
also a corporation in control of the 
acquiring corporation. The transac- 
tion would qualify as a reorganization ; 
no gain or loss would be recog- 
nized to Bausch & Lomb, to Riggs, 
or to the newly formed subsidiary ; 
and the basis of the assets would 
remain the same as they were in the 
hands of Riggs. This type of trans- 
action has been approved by the In- 
ternal Revenue Service in Rev. Rul. 
57-278, 1957-1 CB 124, as applicable 
under the 1954 Code. The ruling 
would in effect disregard the transi- 
tory ownership by Bausch & Lomb 
of the assets of Riggs. 


It appears, too, that that same net 
result could have been accomplished 
for Bausch & Lomb by a statutory 
merger. A merger or consolidation is 
a reorganization within the meaning 





*“The term ‘reorganization’ means (A) 
a statutory merger or consolidation . . . .” 


of Section 112(g)(1)(A)* of the 1939 
Code and Section 368(a)(1)(A)** of 
the 1954 Code. This method would 
reauire compliance with the state stat- 
utes relating to mergers or consolida- 
tions, but would result in a tax-free 
status of the transaction. 


The purpose of the nonrecognition- 
of-gain provisions is to exclude gain 
recognition in respect to mere changes 
in business form. Bausch & Lomb, 
after the transfer involved in that 
case, still owns 79.95 per cent of the 
assets of Riggs, as it, in effect, did 
before the transfer, and has given its 
stock for the remaining 20.05 per cent. 
The other Riggs stockholders have 
stock in Bausch & Lomb rather than 
in Riggs, but equal in value to the 
stock formerly held in Riggs. It is 
difficult to discern anything more than 
a mere change in business form. The 
screen of the corporate veil has been 
the only thing transgressed. There is 
no actual gain realization. Yet the 
courts, by viewing a series of trans- 
actions as part of an integrated plan, 
find a realization of gain, even when 
the transaction they say is interrelated 
need not have taken place at all to 
fully effectuate the purpose of the 
transfer. The dissolution of Riggs was 
not at all a necessary step in the 
acquisition of the assets of Riggs, and 
in reality was separate and distinct 
from it. 


The doctrine the courts use found 
its inception in such cases as Gregory 
v. Helvering, 35-1 ustc { 9043, 293 
U. S. 465; Helvering v. Bashford, 38-1 
ustc { 9019, 302 U. S. 454; and Helver- 
ing v. Alabama Asphaltic Limestone 
Company, 42-1 ustc § 9245, 315 U. S. 
179. Cf. Standard Realization Com- 
pany, CCH Dec. 16,361, 10 TC 708. In 


(Continued on page 274) 


we. 6. the term ‘reorganization’ means 


—(A) a statutory merger or consolidation 
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Involuntary Servitude 
and the State 


By GEORGE ROSE 


Does the work of an employer in withholding income taxes from the 
wages of his employees constitute involuntary servitude, which is 
banned by the Thirteenth Amendment? That such is true is the thesis 
of this article. The author is an Indianapolis attorney. 


HE QUESTION comes more and more to our minds as to whether 

the legislatures, national or state, have the right to compel a citi- 
zen, subject to the penalties of fine and imprisonment for nonperform- 
ance (such fine may be up to $5,000 under recently enacted federal 
law) or error, to perform duties such as tax collection, against his 
will, as required by the withholding provisions in income tax? and 
social security statutes. This inquiry is prompted emphatically, as 
this obligation seems clearly to be a step over the line into involun- 
tary servitude, which is banned by the Thirteenth Amendment to the 
United States Constitution and by state constitutions. 


It is estimated that the government absorbs about one third of 
the national income, which indicates that citizens labor a substantial 
portion of their lives to pay taxes. While this is undoubtedly involun- 
tary, it is not involuntary servitude in the meaning of the amend- 
ment.? Next we see businessmen and others being required to spend 
a considerable portion of their time in filling out forms and reports 
which give to the government the details of their operations, the con- 
duct of their businesses and their performance of duties imposed by 
law. Since these relate to matters concerning their own business, 
which an officious government may be entitled to require, there may 
exist a sufficient distinction so that it is not also an involuntary serv- 
ice in the constitutional sense. But when we come to the requirement 
that the employer figure and compute the tax due from the employee 


1 Akers Cleaners v. Harold Handley, et al., 1 Indiana Tax Cases § 200-037, 149 
N. E. 2d 692 (Ind.), argued February 20, 1958, decided April 24, 1958, reh’g den., 
June 2, 1958, cert. den., — U. S. — (December 8, 1958). 

?In 16 Corpus Juris Secundum, at p. 1002, the statement is made: “Any 
servitude resulting from the tax laws, if the requirements of the tax laws should 
be classified as servitude, would not be the kind of involuntary servitude referred 
to in the 13th Amendment.” In support of this view Porth v. Broderick, 54-2 
ustc J 9552, 214 F. 2d 925, was cited. In this case, the petitioner alleged that the 
Sixteenth Amendment was illegal and unconstitutional because the taxpayer was 
placed in a position of involuntary servitude. There was no consideration of 
withholding tax requirements. 
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because of wages paid, that he de- 
duct the tax and pay it to the govern- 
ment, and that he make returns to 
the government and report it to the 
employee we see the imposition of 
duties which have no direct relation 
or any benefit to the conduct of his 
business and which are apart from 
his obligations in any sense. Further- 
more, their performance is not neces- 
sary to assure the effective payment 
of the tax or the support of the state. 


The Thirteenth Amendment to the 
United States Constitution and the 
state constitutions declare in similar 
expressions that “neither slavery nor 
involuntary servitude, except as a 
punishment for crime whereof the 
party shall have been duly convicted 
shall exist within the United States 
or any place subject to their juris- 
diction.” Involuntary servitude is 
plainly considered as distinct from 
slavery in that the language of the 
amendment names it separately. Con- 
sequently, when we refer to these 
services as being in violation of the 
ban against compelled services, we 
are not approximating or comparing 
them to slavery. The Supreme Court 
in Bailey v. Alabama,’ after giving a 
historical account of the language of 
the amendment, said: 


“While the immediate concern was 
with African slavery, the Amendment 
was not limited to that. It was a 
charter of universal civil freedom for 
all persons, of whatever race, color, 
or estate, under the flag.” 


Thus, it made it clear that a broad 
meaning and application was intended. 


*219 U. S, 219 (1911). 

* Blackstone’s Commentaries, Book I, p. 357; 
Butler v. Perry, 240 U. S. 328 (1916). See 
also Robertson v. Baldwin, 165 U. S. 275 
(1897). 

® Pollock v. Williams, 322 U. S. 4 (1944). 
See Commonwealth v. Pouliot, 198 N. E. 256 
(1935) (failure to work to support his 
family); Crews v. Lundquist, 361 Ill. 193, 197 
N. E. 768 (1935) (additional duties placed 
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Restriction on Duties 
Under Thirteenth Amendment 


The right of the state to compel 
service in the army or the militia is 
conceded as being necessary for the 
protection of the nation against 
enemies without and, in the case of 
insurrection or riots, from enemies 
within, When the Constitution was 
framed by our forefathers and rati- 
fied by the people, it was understood 
that such self-defense was basic, so 
for one to contend that such military 
service is involuntary service must 
be rejected as not being within the 
implications of the safeguard to our 
rights. Likewise, the right to compel 
work on roads comes down to us 
from early days when, in the absence 
of effective state organization or means, 
due to distances and lack of communi- 
cations the people living along roads 
and dependent upon them were prin- 
cipally required to maintain them.* 
Compelling citizens to man dikes and 
levees in times of emergency when 
floods threatened the lives and homes 
of the community would be similarly 
approved,® but, of course, that is a very 
transient service. Likewise, jury duty 
may be required, being an occasional 
and infrequent duty. The principal test 
seems to be the availability of persons 
who may be employed to serve, and 
the overwhelming obligation of the 
citizen to perform this service to the 
community. This sharply restricts pos- 
sible duties which may be imposed. 


However, it is fundamental that the 
people intended to limit the power of 
government, to do only those things 


upon a public official by the state are not 
involuntary servitude; the state may deter- 
mine his duties, and, like any employee who 
becomes dissatisfied with the requirements 
of the job or who finds the duties too 
onerous or unremunerative, he may quit his 
employment); also Ule v. State, 194 N. E. 
140 (motorist required to report accident); 
also Barbier v. Connolly, 113 U. S. 27 (1885). 
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necessary for its existence as an ef- 
fective instrument for the purposes 
for which it was created, and for 
no others. Our forefathers, having 
experienced unbridled government, 
breaking forth into tyranny and des- 
potism, felt it was more important 
to restrict the power of government 
than to make it efficient, or to enable 
it to act easily and quickly. Today, 
would they not say it was better to 
run the risk that some suffer, than 
to endanger the rights of all? Conse- 
quently, they placed many limitations 
on government to make sure that it 
was not in a position to injure the 
citizens or that it might prove to 
be the vehicle of wrongful ambition. 
Having chosen King Stork over King 
Log, they sought to limit him. As the 
Court pointed out, in the Ordinance 
of 1787 for the government of the 
Northwest Territory, it was agreed 
by the states that this ban on in- 
voluntary servitude be provided for 
at a time when slavery was still pre- 
dominant in half of the union. In 
forbidding slavery there, it also for- 
bade other required service but there 
was no pretense made that required 
service was also slavery. When slavery 
was finally abolished in the United 
States, this amendment was agreed 
to, employing the same language; 
again, not only slavery was banned, 
but also involuntary servitude,’ with 
a view of prohibiting all required 
service, 


The imposition of the duties of 
tax collector by the withholding pro- 
visions of the statutes—whereby the 
employer must figure and compute 
the tax due from the employee, de- 
duct it from the wages, make returns 
to the state, report it to the employee, 
and undoubtedly discuss objections, 
criticisms and protests from the em- 
ployee that the tax was improperly 
computed—is the creation of a heavy 


* Butler v. Perry, cited at footnote 4; 
Pollock v. Williams, cited at footnote 5. 
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burden requiring labor, time and re- 
sponsibility. The Supreme Court, in 
Bailey v. Alabama, also said: 


“Whatever of social value there 
may be, and of course, it is great, in 
enforcing contracts and collection of 
debts, Congress has put it beyond 
debate that no indebtedness warrants 
a suspension of the right to be free 
from compulsory service.” 


Cannot the language be paraphrased: 


“Whatever of social value there may 
be, and of course it is great, in the 
collection of the taxes for the support 
of the government, the Constitution 
has put it beyond debate that no need 
for the collection of taxes warrants 
a suspension of the right to be free 
from compulsory service.” 


Expediency Does Not Justify 
Overriding Citizens’ Rights 

Of course, in none of these statutes 
are we shown any overpowering ne- 
cessity that they be collected in this 
manner. The justification seems to be 
only an alleged expediency or a de- 
sire that none escape, which scarcely 
justifies the overriding of citizens’ 
nights. 

Servitude is a state or condition of 
required service. Involuntary service 
is compulsory, unfree service. Can 
anyone conceive of a less-free service, 
other than actual slave ownership, 
than one imposed by the state which, 
for failure to perform—either inten- 
tional or through error—is punished 
by fine or imprisonment? Here it is 
the government itself which is em- 
ploying its power of punishment to 
compel service, without even a pre- 
tense of, or opportunity for, testing 
in court its implications for the aver- 
age person.” 


The fact that the employer volun- 
tarily enters into business in order to 


*See arguments in Helvering v. Davis, 301 
U. S. 619 (1937). 
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earn his living and, upon the flourish- 
ing of the business, employs persons 
besides himself, does not impose any 
proper duty to act as a tax collector 
of his employees’ taxes, at the demand 
of the state. Because few are willing 
to risk fine or imprisonment by re- 
fusing to collect taxes or because of 
the persecution and pressure * which 
the state can impose on rash indi- 
viduals who are reluctant to accept 
this service® or because the indi- 
viduals submit, not being able finan- 
cially to fight the wrong, does not 
make it free service or right. 


Supreme Court 
on Involuntary Servitude 


The Supreme Court said, further, in 
Bailey v. Alabama: 


“The words involuntary servitude 
have a ‘larger meaning than slavery’. 

“Tt was very well understood that 
in the form of apprenticeship for long 
terms, as it had been practiced in the 
West India Islands, on the abolition 
of slavery by the English government, 
o1 by reducing the slaves to the con- 
dition of serfs attached to the planta- 
tion, the purpose of the article might 
have been evaded, if only the word 
“slavery” had been used.’ Slaughter- 
House Cases, 16 Wall. p. 69, 21 L. ed. 
406. The plain intention was to abolish 
slavery of whatever name and form 
and all its badges and incidents; to 
render impossible any state of bond- 
age ; to make labor free, by prohibiting 
that control by which the personal 
service of one man is disposed of or 
coerced for another’s benefit, which is 
the essence of involuntary servitude.” 


Several of these cases '° arose out of 
an attempt on the part of former slave- 
holding states to compel Negroes to 


work, with a well-meaning aim—that 
they be more self-supporting—but also 
one subject to great abuse, where un- 
scrupulous persons could take advan- 
tage of Negroes’ unfamiliarity with 
their rights. However, the Court ruled 
that the enforcement of such con- 
tracts, by compelling persons to work 
them out, or the debts incurred, were 
violative of the amendment, regard- 
less of the character of the contract, 
for the concept of involuntary servi- 
tude is so broad as to cover all com- 
pelled service. Referring to our par- 
ticular question: Is the imposition of 
“duties” or labor by the state, subject 
to penalties, free labor, so far as the 
individual is concerned ? 


In discussing involuntary servitude, 
it is also said in Volume 16 of Corpus 
Juris Secundum, Section 203, at page 
995 : 


“As used in the Amendment, ‘in- 
voluntary servitude’ is the condition 
of one who is compelled by force, 
coercion, or imprisonment and against 
his will to labor for another, whether 
or not he is paid, and includes peonage. 

Subject to the exceptions dis- 
cussed infra, the 13th Amendment to 
the federal constitution extends to 
servitude in fact involuntary, no mat- 
ter under what form or name such 
servitude may be disguised. All stat- 
utes and official actions which violate 
the constitutional prohibition against 
involuntary servitude are unconstitu- 
tional and void.” 


Slavery and peonage may be com- 
posed of many services—mostly full- 
time services—but from all of them 
the victim cannot escape without the 
protection of such a law. They are 
all recognized as involuntary servi- 
tude. However, the courts, as we 
shall see below, hold other required 





* As soon as the Akers case was filed, Mr. 
Akers received a visit from the state rev- 


enue field auditor to check his books. The 
auditor stated that the legal department had 
asked him to contact the plaintiff. 
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*See Vivien Kellems, Toil, Taxes and 
Trouble. 
*U. S. v. Reynolds, 235 U. S. 133 (1914); 


Clyatt v. U. S., 197 U. S. 206 (1905). 
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Do not use men as things in the 
pursuit of gain.—Pope Leo XiIll. 


services as being involuntary servi- 
tude. In McGrew v. Industrial Com- 
mission,"' a Utah court said: 


“The right to work, the right to en- 
gage in gainful occupations, the right 
to receive compensation for one’s 
work are essentially property rights. 
So too is the right to enjoy the benefits 
resulting from the work of one so em- 
ployed. .. . But no man can have a 
vested interest in the work or labor 
of another. He has no right in law 
to insist that another must work for 
him. Such right would amount to in- 
voluntary servitude or slavery ... .” 


Likewise, the state has no vested 
interest in the labor of a citizen to 
compel him to work for it—save as is 
permitted in the imposing of a tax on 
his property and its payment by the 
citizen, and not in its collection from 
someone else. As noted above, there 
appears to be a valid distinction be- 
tween paying taxes on one’s own ac- 
tivities—the conduct of his business 
—and being required to perform 
labor, even though it be described 
as merely “services.” 


The language of the constitutional 
provision, as well as many of the in- 
terpretations given the term by the 
courts, reveals that the term “involun- 
tary servitude” is a broad expression 
applying to all compulsory labor en- 
forced by the state and is not limited 
to chattel slavery or peonage con- 
tracts. It indicates that the involun- 
tary servitude contemplated is any 
compelled service of long or short 
duration, such as a small employer 
making entries and notes as to em- 
ployees’ hours.” 

™1 Lapor Cases {§[ 18,269, 85 P. 2d 608 
(Utah, 1938). 

® Alabama State Federation of Labor v. 
McAdory, 8 Lazpor Cases { 62,191, 18 So, 2d 


Involuntary Servitude 


If a man is wrongfully forced to 
perform any kind of labor, it is not 
frivolous to object, even if the labor 
is tax-collecting for the state. Calling 
it a “public duty” is an evasion of the 
constitutional prohibition, not author- 
ized by any provision. One employer 
might be forced to work only one 
hour a week; another might have to 
work two hours or three hours. Still 
another might be required to spend a 
day. Frequently, he has to employ 
additional help, when the state-im- 
posed labor demands become too 
heavy, to save his own time for heavier 
responsibility. The involuntary char- 
acter is not lessened merely because 
the state requirements become en- 
larged. The amount of time is not of 
prime importance. We see this in 
cases involving strikes. 


If it only amounted to an hour once 
in a lifetime, he would be well advised 
to overlook it as a minor annoyance, 
but since it is of unfailing recurrence, 
with a possibility of increase, and 
since it reveals a tendency by govern- 
ment to impose more and more burdens 
on the citizen, it dare not be ac- 
quiesced in. Many citizens, not being 
familiar with legal interpretations, are 
not aware when the additional burdens 
overreach the permitted categories 
and violate the Constitution, since 
they all seem to be an abuse and un- 
justified imposition. The citizen be- 
gins to feel that government no longer 
serves the citizen, but the citizen’s 
only purpose is to serve the ends of 
government, which role is a perver- 
sion of the constitutional form of 
government. 


An employer is not entitled to an 
injunction to compel employees to 
continue work or to require the union 
to give notice to employees that the 
810; U. S. v. United Steelworkers of America, 


23 Lapor Cases { 67,422, 202 F. 2d 132 
(1953). 
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| do not want to balance 

the budget at the cost 

of inferiority abroad and mediocrity 
at home.—Senator Joseph S. Clark. 


strike has ended and that they should 
return to work, even though the stop- 
page or strike is in violation of a no- 
strike clause in the collective-bargain- 
ing agreement. In General Electric Com- 
pany v. International Union, UAW,™ 
the court, in discussing the nature of 
the relief under those circumstances 
available to the employer, said: 


“It is clear beyond cavil that any 
attempt by this or any other Ameri- 
can Court to compel a person to labor 
against his will except as a punish- 
ment for a crime would be utterly 
void under the XIIIth Amendment 
of the Constitution of the United 
States, and contrary to the express 
prohibition of the National Labor Re- 
lations Act and the Labor-Manage- 
ment Relations Act.” There is no 
suggestion that such temporary com- 
pulsion would be slavery or peonage, 
but reveals the normal scope of this 
term, “compelled or unfree labor.” 
The question of involuntary servitude 
has arisen in a number of other cases 
where union activities such as strikes 
have been restricted. In Kerrigan 
Iron Works v. Cook Truck Lines, Inc.,™ 
the court held that an injunction 
which compelled common carriers en- 
gaged in transporting freight for hire 
by motor truck in Tennessee and 
other states to render service to a ship- 
per which was being picketed by a 
union representing shipper employees 
and which restrained carriers’ em- 
ployees from such services did not 
require carriers’ employees to work 

*22 Lapor Cases § 67,165, 108 N. E. 2d 
211, 93 Ohio App. 139 (1952). 

* 30 Lapor Cases { 70,081, 296 S. W. 2d 
379, rev'd on ground of federal pre-emption, 


32 Lapor Cases { 70,723, 353 U. S. 968 
(1957). 
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or interfere with their right to strike, 
but “merely restrained them, so long 
as they did work, from doing such 
work contrary to their public duty” 
and, therefore, did not deny “their 
rights under the 13th Amendment.” '° 
In International Union, UAW-AFL, 
Local 232 v. WERB,** the employees 
engaged in a series of stoppages, with- 
out leaving the plant, in order to inter- 
fere with production. The activities 


were enjoined, but the union con- 
tended this restraint subjected them 
to involuntary servitude. 
preme Court said: 


The Su- 


“The union contends that the stat- 
ute as thus applied violates the Thir- 
teenth Amendment in that it imposes 
a form of compulsory service or invol- 
untary servitude. However, nothing 
in the statute or the order makes it a 
crime to abandon work individually 

. or collectively. Nor does either 
undertake to prohibit or restrict any 
employee from leaving the service of 
the employer, either for reason or 
without reason, either with or with- 
out notice.” 


In other words, their conduct in not 
engaging in a strike and yet seeking 
to cause the employer injury was 
wrongful and could be enjoined, for 
so long as they sought to work, they 
could not engage in such activities, 
but nothing under the injunction 
would prevent their going on strike 
or quitting work. 


In NLRB v. National Maritime 
Union, CIO," the NLRB proceeded 
against the union because it main- 
tained a hiring hall, which the Board 
found to be a violation of the Labor 
Management Relations Act. The union 


* Quaker City Motor Parts Company v. 
Inter-State Motor Freight System, 31 Lasor 
Cases { 70,494, 148 F. Supp. 226 (1957). 

16 Lapor Cases { 64,992, 336 U. S. 245 
(1949). 

*16 Lapor Cases § 65,231, 175 F. 2d 686 
(1949). 
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contended that the Board’s action 
subjected its members to involuntary 
servitude. The court of appeals held: 


“We think that, under the Supreme 
Court decisions, the ‘involuntary ser- 
vitude’ proyision of the Thirteenth 
Amendment is inapplicable here. For 
the Board’s order does not expressly 
forbid employees to leave their jobs, 
individually or in concert. . . . The 
Board’s brief does not interpret the 
order more broadly than that: “The 
30ard’s order is directed only against 
the NMU and its agents and does not 
prohibit any employee or group of 
employees from quitting their (sic) 
jobs or refusing to work even to ac- 
complish an unlawful object.’ Thus 
interpreted, we think the order does 
not impose ‘involuntary servitude’ on 
anyone within the meaning of the 
Thirteenth Amendment.” 


In upholding a statute or court 
order restricting the activities of a 
union, these cases rule that they do 
not impose involuntary servitude be- 
cause the employees are not com- 
pelled to work but may leave their 
jobs and obtain other employment. 
Such activities as strikes and picket- 
ing are not exercised for the purpose 
of changing jobs, but to obtain some 
advantage vis-a-vis the employer. The 
court of appeals said, in France Pack- 
ing Company v. Dailey,'® in a case aris- 
ing under the War Disputes Act’? 
limiting the right to strike: 


“There is a wide distinction be- 
tween a worker quitting his job, for 
any reason or no reason, on the one 
hand, and a cessation of production 
by workers who seek to win a point 
from management on the other hand.” 


Continuing, the court pointed out 
that this restriction on the right to 
strike “refers to circumstances involv- 


*14 Lanor Cases 9 64,359, 166 F. 2d 751 
(1948). 


Involuntary Servitude 


ing a continuing master and servant 
relationship” and “there is no involve- 
ment” with the “right of the worker 
to quit his job or the right of the em- 
ployer to discharge him for cause.” 


The state in its efforts effectively 
to collect taxes employs a great many 
persons to perform those duties. 
However, if the state required a per- 
son to work all the time in such col- 
lection, against his will, regardless of 
whether he was paid or not, it would 
unquestionably be involuntary servi- 
tude. The court expressed this view 
in Walker v. Chief Quarantine O fficer,”® 
where the plaintiff had entered into a 
contract to work in the Canal Zone 
but, upon learning that his draft status 
had changed, desired to return to the 
United States to get his personal af- 
fairs in order before being drafted. He 
was refused clearance to leave. The 
court said: 


“There can be no contention, even 
though he executed the contract in 
question, but that if he is compelled 
to and forced to labor for the Division 
Engineer, a governmental agency under 
said contract until such time as the 
Division Engineer desires to dispense 
with his services, all against his will 
and consent, that this will be involun- 
tary servitude or involuntary service. 
It is immaterial that the petitioner in 
this case entered into the contract 
voluntarily and with full knowledge 
of the conditions of his employment. 


“_. Therefore, conceding that the 
petitioners entered into the contract 
voluntarily and conceding, without 
deciding, that he has breached same, 
there is certainly no law to compel 
him to labor under same involuntarily 
or to penalize him for failure to do so.” 


This decision knocks down the only 
defense to such wrongful imposition: 


* Act of June 25, 1943, 57 Stat. 167, 50 
USC App. Secs. 1501 and following. 
* 69 F. Supp. 980 (1943). 


215 





that he freely executed the contract. 
There was no contention that such 
employment was slavery or that it 
was debasing or degrading in the 
requirement of its performance or was 
subject to penal liabilities. It was 
only his regular employment, the 
same as it was before he expressed 
the desire to return to the mainland, 
but it was now compelled and unfree. 
There does not appear to be any dif- 
ference between that situation and 
one where the state compels the em- 
ployer to spend a part of his time and 
de the duties required for tax collect- 
ing, except that, in the latter, the re- 
lationship in all its phases reflects co- 
ercion. The employer has no lawful 
duty to perform this tax-collecting 
function. It cannot be merely a mat- 
ter of the time involved which deter- 
mines whether it is involuntary ser- 
vitude or not. 

In Henderson v. Coleman, where 


employees were refusing to unload 
trucks, the court said: 


“We are not advised of any rule 
of law under which any man in this 
country will be forced to serve with 
his labor any other man whom he 
does not wish to serve. 


[the] service required the 
performance of manual labor and it 
is beyond the power of courts to 
punish one by imprisonment for 
failure to engage in involuntary 
service.” 

There is no indication that the 
time required for unloading the trucks 
would be more than an hour, al- 
though it might have taken all day. 
The amount of time was not in issue 
there nor is it mentioned in any of 
the cases, as if the amount of time 
might be decisive. The only ques- 
tion was whether or not it was in- 
voluntary labor; the court found that 
such compelled and unwilling labor 
was involuntary servitude. 


™7 So. 2d 117 (1942). 
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Cooperate-or-Quit-Business 
Argument Analyzed 


The argument is presented that 
since the employer has voluntarily 
entered into work or business, re- 
quiring employment of employees, he 
has to accept the responsibility ac- 
companying it or quit his business. 
In Walker v. Chief Quarantine Officer, 
cited above, the plaintiff had entered 
voluntarily into a contract to give 
his services, but the court neverthe- 
less held he could not be forced to 
continue to perform this voluntary 
contract. In General Electric Com- 
pany v. International Union, UAW, 
cited above, the strikers had breached 
their voluntary contract, yet they 
could not be required to return to 
work. 


There can be no valid analogy be- 
tween the employer's position and 
the employee’s, in saying that since 
the employee has the right to sur- 
render his employment to avoid the 
compulsion if he does not want to 
comply with the requirements of the 
injunction restraining him from in- 
terfering with the employer’s con- 
duct of his business or from union 
activities directed to an unlawful pur- 
pose, the employer similarly may quit 
his business—since n@ one compels 
him to engage in it—to avoid per- 
forming this compelled service. Al- 
though an employee who engages in 
a strike to acomplish some benefit 
directed toward his job and, with his 
fellows, employs unlawful means to 
gain that aim, may, with his fellows, 
be enjoined from such conduct, they 
cannot be compelled to go back to 
work, as it would be involuntary 
servitude. In this situation, the work 
involved is his own livelihood, not 
some unrelated task, and supposedly 
he abandons that work to undertake 
a strike. If he does not wish to re- 
turn to his job, although he is en- 
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joined from continuing his illegal 
conduct, he can go elsewhere. Un- 
der the present law, an employee has 
no inherent right in his job except 
as expressly granted by contract, so 
in the eyes of the law, when he quits 
his job, he has abandoned no legal 
rights, and he takes with him to his 
new job all the rights that he had in 
his former job. Hence, he has suf- 
fered no injury in order to avoid in- 
voluntary servitude. Unless restricted 
by contract or a labor relations act, 
the employer can discharge him for 
good reason or no reason, and the 
employee has lost no right for which 
he can recover.”* 


The situation with the employer is 
different. In building up his busi- 
ness, he acquires property rights which 
may properly be the basis of action if 
they are wrongfully injured. To re- 
quire him to abandon these property 
rights to avoid this compulsory work 
would be a great wrong. 


The employer is not required to 
continue employing people but, if he 
continues to have employees, he must 
do something aside from his business ; 


he must collect the tax. He is given 
the choice of abandoning his business 
or discharging his employees—which 
may amount to the same thing—in 
order to evade the compelled service. 
As a practical matter, he cannot evade 
it, for it would be almost impossible 
for him to close up his business so 
quickly—especially one of any size— 
unless he walked out and locked the 
door or discharged his employees and 
abandoned the business. Nothing he 
is doing is illegal or directed to un- 
lawful ends, as in the case of the strike 
discussed above, but a servitude is 
imposed upon him, with the threat of 
penalty for noncompliance. Actually, 
by providing employment, he may be 
performing a highly desirable func- 


2 NLRB v. Jones & Laughlin Steel Cor- 
poration, 1 Lapor Cases { 17,017, 301 U. S. 
1 (1937). 
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They that can give up essential 
liberty to obtain a little temporary 
safety deserve neither liberty 

nor safety.—Benjamin Franklin. 


tion. The only illegality he risks com- 
mitting is one forced on him by his 
failure to collect the tax. 


The question of the validity of this 
compelled service, in view of the pro- 
hibition against involuntary servitude, 
had not been tested squarely in the 
courts, before the Akers case.** In 16 
Corpus Juris Secundum, at page 1002, 
it is stated: “Specifically, the statute 
imposing federal employment taxes, 
that is Federal Insurance Contribu- 
tions Act, 26 USCA Sec. 1400-1432, 
has been held not to impose involun- 
tary servitude in violation of the 13th 
Amendment, and the same is true of 
other taxes required to be collected, 
by one who sells a product or renders 
a service, and turned over to the gov- 
ernment without compensation for 
such service as a collector.” 


Although Abney v. Campbell** is 
cited in support, a study of this deci- 
sion will reveal that although the 
court appears on the surface to have 
considered this question—in a very 
limited sense, as to the federal with- 
holding requirement, in so far as 
domestic employees are concerned, 
upon the amendment of the Social 
Security Act,”* permitting the taxing 
of domestic employees, formerly ex- 
empted—the court did not understand 
the problem involved, nor the con- 
stitutional restriction imposed by the 
Thirteenth Amendment, nor was this 
question actually in controversy. This 
is further demonstrated by the cases 
cited by the court, as we believe our 
discussion will amply demonstrate. 
Having yielded on the principle of 
compelled service, which is very ap- 

* Cited at footnote 1. 


* 53-2 ustc J 9540, 206 F. 2d 836. 
* 26 USCA Sees. 1400-1432. 





parent in business employment, there 
is not much of a right to protect if 
limited to the domestic employment. 
The court, in Abney v. Campbell, also 
said, touching briefly on our conten- 
ticn: 

“The specification that the act vio- 
lates the Thirteenth Amendment by 
imposing involuntary servitude upon 
an employer of domestic servants, seems 
to be far-fetched, indeed frivolous.” 


The court was overlooking the im- 
portance of the right to be free, the 
civic freedom,”* the right of free labor *" 
mentioned by the courts, for the 
framers of the Constitution were fully 
aware of the danger of that small— 
here called “frivolous”’—inroad upon 
our rights, which may be widened to 
become a highway of suppression and 
servitude and of lost rights. The 
court continued, saying: 


“There is no suggestion, in the law, 
of the imposition of a servitude, there 
is merely a requirement that as to the 
tax due by domestic employees on ac- 
count of the wages paid them by their 
employer, the employer must with- 
hold the amount fixed by law and 
account it to the United States. The 
enforcement of the act is not the im- 
position of a servitude.” 


Court Was Ignoring 
Accepted Definitions 


The court was obviously ignoring 
the accepted meanings of words. As 
we have observed before, a servitude 
is a condition of service. Involuntary 
servitude means an involuntary state 
of service. It is a compelled, unfree, 
unwilling service. Compelling the col- 
lection of taxes by the employer is a 
state of service which the employer 
cannot escape from except by going 
out of business, but for the time he 

* Bailey v. Alabama, cited at footnote 3. 


** Pollock v. Williams, cited at footnote 5. 
See footnote 1. 
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was in business he must perform the 
service. 


What the court called “a require- 
ment” is the required doing of some 
act—a required service. This appears 
to be the “public duty” mentioned by 
the Indiana Supreme Court in the 
Akers decision. The employer is re- 
quired to render this tax-gathering 
service to the state. If this service 
may lawfully be required, there is no 
limit to the service the state may 
demand.** The court continued: 


“It is the collection of a tax and the 
enforcement of obligation, which un- 
der settled federal law appellants may 
be and are lawfully subjected to.” 


The court was confusing the levy- 
ing of tax and its collection, which 
have been distinguished.?® The court 
is seeking to analogize this tax-col- 
lecting requirement to the collecting 
of a tax when some article—such as 
gasoline—is sold, upon which there 
has been laid a two-cent tax per gal- 
lon. Our discussion below will point 
out these misconceptions. The state 
has the right to employ the usual and 
customary methods of collecting the 
tax. Nothing in the Constitution per- 
mits the state to go beyond this. The 
powers to levy and collect taxes granted 
by the Constitution are limited by 
other provisions of it.*° 


The court went on further, saying: 


“From our holding that the taxes 
and burdens imposed are valid, it 
must follow that the enforcement of 
the. law imposing them is not, it can- 
not be, a violation of the Thirteenth 
Amendment.” 


The court gives no relevant author- 
ity for its argument that if the taxes 
are valid, it must follow that the en- 
forcement of the law imposing them— 


* Gautier v. Ditmer, 97 N. E. 464, 204 
N. Y. 20 (1912). 

® Robertson v. 
(1897). 


Baldwin, 165 U. S. 275 
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regardless of the means employed to 
collect them—is not a violation of 
the Thirteenth Amendment. There is 
no argument here as to the validity 
of the tax, but the dispute is as to the 
method imposed by the legislature in 
requiring the employer to collect the 
tax. The two are very diverse things, 
and the fact that one is legal does not 
mean the other is. Because a man 
owes me money, I have no right to 
threaten to kill him if he does not 
pay me now. Because a man owes 
me money, I have no right to reduce 
him to peonage. That is what the 
court held in the Pollock case. 


The court, in Abney, went on to 
say: 


“In numerous cases, including the 
Davis cases, the Supreme Court has 
upheld withholding requirements, in- 
deed withholding provisions have now 
become a familiar part of our system 
of taxation and can no longer be suc- 
cessfully challenged. Brushaber v. 
Union Pacific [1915], 240 U.S.1...; 
Allen v. Regents [1937], 304 U. S. 
439 ... ; Wilmette Park Dist. v. Camp- 
bell [1949], 338 U. S. 411... .” 


Cited Cases Not Germane 


The Davis cases referred to by the 
court are Steward Machine Company v. 


Davis** and Helvering v. Davis,** 
which the court cited as approving 
the withholding requirements. In the 
Steward Machine Company case, the 
tax was imposed by Title IX of the 
Social Security Act of 1935, described 
as an “excise tax” imposed upon em- 
ployers “with respect to having indi- 
viduals in his employ.” It was 
attacked on the ground that it was 
not an excise tax. The second case 
was an attack on other parts of the 
Social Security Act, which laid an 
income tax on the employees and re- 


quired the employer to collect it and 
pay it into the Treasury. The tax was 
upheld. 


The attack on the taxes imposed by 
the act in both cases was that they 
were not proper excises, that the 
funds were paid into the Treasury 
and that they were not earmarked in 
any way. There is no discussion of 
the withholding requirement that the 
employer act as a tax collector nor 
that such duties are involuntary 
servitude. 


In the second case the govern- 
ment’s argument was that the em- 
ployee tax is a withholding at the 
source and that the employer was a 
collecting agent or stakeholder. It 
was pointed out by the government 
that the withholding provisions were 
not challenged nor, it was argued, 
could they be successfully challenged. 
It was also argued that since the em- 
ployer is merely a withholding agent 
with respect to the employee’s tax, 
neither corporation nor stockholder 
may ask for relief from the tax. This 
shows that it was a very different 
situation from that where the em- 
ployer contends that he is being sub- 
jected to involuntary servitude. Since 
involuntary servitude was not at is- 
sue in these cases nor was it even 
considered or ruled upon, they are not 
authority for the court’s position in 
the Abney case that the Supreme 
Court has upheld withholding re- 
quirements, under which the employer 
must collect the taxes from his em- 
ployees, and that they can no longer 
be challenged. 


Brushaber v. Union Pacific Railroad 
Company * was also cited in support 
of the withholding requirement. In 
that case the stockholder filed a bill 
to enjoin the corporation from com- 
plying with the income tax provisions 
of the Tariff Act.** The act was 





* 301 U. S. 548 (1937). 
2 301 U. S. 619 (1937). 
%1 ustc 7 4, 240 U. S. 1 (1915). 
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“October 3, 1913 (Sec. II, Ch. 16, 38 
Stat. 166). 
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By working together, by sharing 

in a common effort, men of different 
minds and tempers, even if they do 
not reach agreement, acquire 
understanding and thereby tolerance 
of their differences.—Justice 

Felix Frankfurter. 


attacked as imposing a direct tax and 
as not complying with the constitu- 
tional requirement of apportionment, 
and in other regards. The suit was 
primarily an attack on the income tax 
that was made indirectly by raising 
the objection that the duty of retain- 
ing the taxes cast a duty upon the 
corporation which, it asserted, was 
repugnant to due process of law, be- 
cause of the cost, and amounted to a 
taking of property without compen- 
sation. The fact that the corporation 
was directed to withhold and pay the 
tax due on the bonds was not dis- 
cussed as a violation of law. 


The court there rejected the claim 
that the withholding requirement or 
payment of the tax by the corporation 
was a taking of property in violation 
of the due-process clause of the Fifth 
Amendment, saying that “there is no 
basis for such reliance, since it is 
equally well settled that such clause 
is not a limitation upon the taxing 
power conferred upon Congress by 
the Constitution ; in other words, that 
the Constitution does not conflict with 
itself by conferring, upon the one 
hand, a taxing power, and taking the 
same power away, on the other, by 
the limitation of the due process 
clause.” 


No question was raised as to the 
manner of the collection of the tax as 
being a violation of the Thirteenth 
Amendment. Consequently, this deci- 
sion does not support the court’s posi- 
tion in seeking to refute the claim 

* 38-2 ustc J 9321, 304 U. S. 439. 


*Ch. 209, 47 Stat. 169, 271, 26 USC Sec. 
940(a) (2). 
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that the duty of tax collecting was 
involuntary servitude. Rather, it ap- 
pears that we should follow this state- 
ment of the court and say, similarly, 
that “the Constitution does not con- 
flict with itself by conferring, on the 
one hand,” freedom from involuntary 
servitude and taking the same protec- 
tion away by authorizing the state to 
impose these tax-collection duties. 


The case of Allen v. Regents of the 
University System of Georgia® in- 
volved an attack on the levying of a 
tax ** on admissions to football games, 
held by state universities, which used 
the proceeds from the games for uni- 
versity activities. The case discussed 
in large part the propriety of the tax 
on the state university as an exaction 
which would unconstitutionally bur- 
den governmental activities of the 
state. Although the state did not 
undertake to collect the tax and there 
was printed a notation on the ticket 
which showed that it did not under- 
take to collect it, the tickets were sold 
for the full amount, including the tax. 
The money paid for the admissions 
tax was set aside in a separate ac- 
count. By its refusal to collect, it took 
itself outside the category of an agent 
who voluntarily acted on behalf of the 
government. While the statute placed 
no liability upon the respondent for 
the tax as such, it imposed penalties 
for refusal to collect it. There was no 
discussion of the withholding prin- 
ciple. 


In the Wilmette Park District case,** 
also cited by the court, the tax ** was 
laid on all admissions to the public 
bathing beach maintained by the park 
district. The Supreme Court, in its 
decision, followed the Allen case. In 
discussing that case, the Court said: 


“We there found no constitutional 
inhibition against a nondiscrimina- 


* 50-1 ustc J 9105, 338 U. S. 411 (1949). 
*59 Stat. 21, 61 (1944), Revenue Act of 
1943, Sec. 302(a). 
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tory imposition of such tax on admis- 
sions to an athletic exhibition conducted 
in connection with a state education 
administration and in the perform- 
ance of a governmental function.” 


Continuing, the Court said: 


“While the Allen decision assumed 
the admissions tax there imposed was 
a direct burden on the State, that 
assumption was required only for the 
purpose of considering the first prin- 
ciple of limitation of immunity as for- 
mulated in the Gerhardt case. . 
But admissions tax, which is ‘paid by 
the person paying for such admission’, 
is so imposed as to facilitate absorp- 
tion by patrons of the beach rather 
than by the District, and we have no 
evidence that the District will be 
forced to absorb the tax in order to 
maintain the volume of its revenues 
and the availability of its benefits.” 


The Court seeks to avoid the un- 
mistakable fact that the state univer- 
sity and the park district were liable 

“for the tax as sellers, which would 
clearly be a burden placed on the 
states. We discuss this only because 
the Court has cited these cases as 
supporting its position. Obviously, as 
indicated by the Court, the seller— 
like everyone else who can—will seek 
to pass the burden of the admissions 
tax, as with other taxes, on to the 
purchaser, but it is the seller’s respon- 
sibility regardless of his success. In 
that case there was no discussion of 
the withholding principle, but it was 
almost entirely devoted to the matter 
of state immunity from federal 
burdens. 


Sales Tax-Withholding Analogy 


An analogy between the payment 
of admissions tax or sales tax and the 
withholding of the income tax is 
sought, as we have seen. However, 
the state levies taxes upon certain 


* Gafill v. Bracken, Auditor of State, 195 
Ind. 551, 145 N. E. 312 (1925). 


tnvoluntary Servitude 


articles sold, sometimes describing 
them as “sales” taxes and sometimes 
as “use” taxes, which latter name 
seems to avoid the argument that the 
tax burdens interstate commerce. It 
is claimed that these taxes which are 
paid or are collected by the seller from 
the purchaser—for it is obvious that 
the seller will seek to pass the tax 
on to the purchaser, although the 
seller is responsible for the paying of 
the tax—represent the withholding 
principle, which is here contested as 
imposing involuntary servitude, and 
have been approved by the courts. 
We believe that there is a great dif- 
ference. Admittedly, they both appear 
in the area of business. 


The difference seems to be this: 
When a tax of two cents a gallon is 
laid on the sale of gasoline, the sale of 
gasoline is an integral part and prod- 
uct of the seller’s business, upon 
which his livelihood is based. The 
tax is placed on his actual business 
operation. The tax is received with 
each sale, whether it is of one gallon 
or 50. One court has said in regard 
to this: 


“Nobody is required to sell gaso- 
line, nor to collect the tax unless he 
chooses to make sales.” *® 


It is generally accepted that the 
state may place certain restrictions on 
businesses, and lay certain taxes on 
them. This tax on the products sold 
—which includes admission taxes— 
seems to come under this authority. 
When the seller pays the tax on the 
gasoline he has sold, the tax had been 
collected when he sold the gasoline to 
the customer. It was all one transac- 
tion. 


With the withholding requirement, 
whereby the employer collects the in- 
come tax from his employees, we have 
a radically different situation. There 
the tax is not placed upon the busi- 





ness as such nor does it have any 
direct relationship to the operation of 
the business, only an incidental one. 
The tax is on an entirely separate 
transaction. It is levied upon the em- 
ployee’s income and, although it pri- 
marily is the employee’s obligation, 
since he must pay the tax on addi- 
tional income earned elsewhere, the 
burden is placed on the employer to 
collect it. 


It is true, too, that it represents a 
purchase of labor by the employer, 
but the tax is paid not by the pur- 
chaser but by the seller, and collected 
by the purchaser; the wages paid to 
the employee have no relation to the 
tax. The tax is determined not sim- 
ply by the labor performed, but by the 
obligations of each individual tax- 
payer. Therefore, the cases upholding 
the levying of the tax and its payment 
by the seller are not pertinent in this 
controversy as to the collection of the 
income tax by the employer. 


In connection with the effort to 
correlate the employer’s position to 
that of the seller of gasoline, the sale 
of gasoline is the substance of his 
business, but the employer is not in 
the business of hiring employees, but 
hires employees to be able to make his 
product, or to operate his business on 
a larger scale.*° It follows then that 
the analogy of the employer’s position 
to the seller of gasoline, as well as to 
the employees’ choice of working or 
not, is completely erroneous. 


The admissions tax, therefore, is a 
very different proposition from the 
income tax, and the court in the Abney 
case was in error in confusing it with 
the withholding requirements. A jus- 
tification which may be found in favor 
of the admissions tax collection and 


not found in the withholding require- 
ment of the income tax lies in the fact 
that if tax is not laid on the sale of 
the tickets at the time of sale, there 
will not and cannot be any tax levied 
on admissions because of the imprac- 
ticality of collecting it, during the 
game, from persons attending. Of 
course, this is true of most sales or 
use taxes. The income tax is levied 
on the recipient of the income and it 
is his responsibility to pay, but under 
the withholding provisions the em- 
ployer is required to collect and pay. 
In that situation, however, if it is not 
collected by the employer, it still can 
be collected from the employee, as is 
done with self-employed persons. It 
is possible to check on his receipt of 
income, which is not true in the case 
of most sales. 


Contrary to the court of appeals’ 
statement, the withholding principle 
as present in these laws requiring the 
employer to collect the tax from the 
employees has not been challenged in 


that it has not been taken up through 
the courts. The cases cited by the 
court do not, as we have seen, involve 
this same question of the collection 
of the tax from employees on their 
income paid by the employer. It thus 
appears that the court is relying on 
cases not involving the withholding 
principle as support for upholding it. 


As the court said further in the 
Abney case, of the facts of that case, 
the question was not that of a true 
withholding. The plaintiff was object- 
ing primarily to paying a tax on the 
services of his domestic servant; as 
observed above, he had conceded its 
legitimacy as to business employees. 
Having accepted the withholding 
principle, there is no point in the case 





“Tt may be argued that here, too, the 
purchaser—the employer—ultimately pays 
the tax, but this is true only in an exact 
sense, in that the employer—the purchaser 
of labor—pays the wages from which the 
tax is taken. In the case of a sales tax, 
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the tax is most often a certain percentage 
added to the price of the product; in the 
case of this income tax, it is a cutting-out 
from the total wages, which are set without 
regard to any possible tax. 
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where our position was actually in 
controversy. It is only the inexact 
language of the court which makes 
it necessary that we discuss this deci- 
sion to such an extent, as well as the 
fact that it is the lone case, prior to 
Akers, where the courts have even 
commented in passing on this issue. 


The court here plainly limited its 
decision to the tax on domestic em- 
ployees, saying: 


“Tf we could agree with appellants 
that the tax imposed upon them with 
respect to wages for domestic service 
was not validly imposed upon them, 
and that the relation of domestic em- 
ployer and domestic employee was 
not regulable to the extent of impos- 
ing upon appellants the duty of with- 
holding and paying income taxes 


imposed upon and due by their do- 
mestic employee on account of wages 
paid her by appellants, we should, of 
course, agree that the moneys sued 
for by appellants were wrongfully 


exacted from, and should be returned 
to them. Of quite the contrary opin- 
ion that, in short, both the taxes and 
the withholding obligations were 
properly imposed, we are bound to 
hold, as we have done: that the sums 
sued for were rightfully exacted of 
and collected from plaintiffs r 


From this further comment of the 
court, it appears that this decision is 
not based on facts which are pertinent 
to this discussion—nor is the law re- 
lied upon controlling in our question, 
since the cited cases did not concern 
the withholding requirement of col- 
lection of taxes by the employer. 


Corpus Juris Secundum, Volume 
16, at page 1002, also cites Potter v. 
Armstrong.** Under the Colorado Act * 


“132 P. 2d 788 (1942). 

“Ch. 240, Session Laws of 1937, and Ch. 
158, Session Laws of 1939 (Colorado): 
“Every persons rendering or performing 
services shall be liable, and responsible for 
the payment of the entire amount . +i 


Involuntary Servitude 


there considered, an attorney is re- 
quired to collect from clients taxes on 
his professional services to them. Again 
we have a tax on the sale of a service, 
comparable to the sale of a product. 
The situation is not analogous to ours. 
In that case the attorney is required 
to pay a tax on his income, although 
it is prescribed in such a way that 
the client pays it on the selling of a 
service. Actually, the client is paying 
the tax on the fee which he pays to 
a lawyer, since the lawyer in comput- 
ing his fee has the fact of the payment 
of the tax in his mind, but it is the 
lawyer’s obligation to collect it and 
pay it. State ex rel. Arn v. State Com- 
mission of Revenue and Taxation,* 
which is discussed below in connec- 
tion with the Akers decision, was also 
cited, but likewise is the collection of 
a tax on a sale. 


Indiana Decision 


The question of whether the impo- 
sition of the duty upon employers to 
collect the income tax from the wages 
of their employees was involuntary 
servitude and so is unconstitutional 
was carried to the Indiana Supreme 
Court in the Akers case,** which was 
decided April 24, 1958 (rehearing de- 
nied June 2, 1958). The court failed 
to consider the cases called to its at- 
tention—which were discussed above 
—where the requirement that strikers 
return to work is labeled as involun- 
tary servitude, although there is 
clearly no personal servitude of the 
type of slavery, that would demand 
personal performance of labor. The 
court gave a decision with very dan- 
gerous constitutional overtones. 


The Indiana Court said first, in cit- 
ing the Slaughter-House cases: * 


* 163 Kan. 240, 181 P. 2d 532 (1947). 
“ See footnote 1. 
“16 Wall. 36, 69 (1873). 





“The term ‘servitude’ as it appears 
in the Thirteenth Amendment means 
a ‘personal servitude’, and its purpose 
was to forbid all conditions of any 
kind of personal slavery.” 


The Slaughter-House cases arose 
over the constitutionality of a Louisi- 
ana statute giving a particular com- 
pany the monopoly right to conduct 
slaughterhouses and the slaughtering 
of animals in New Orleans and re- 
quiring that all buying and selling of 
cattle be conducted, and that all 
butchers have their butchering done, 
at those locations set up by the com- 
pany. It was contended that this law 
imposed “involuntary servitude” upon 
butchers in so restricting their activ- 
ities. The Supreme Court said: 


“That a personal servitude was 
meant is proved by the use of the 
word ‘involuntary’, which can only 
apply to human beings. The excep- 
tion of servitude as a punishment for 
crime gives an idea of the class of 
servitude that is meant. The word 
‘servitude’ is of larger meaning than 
‘slavery’, as the latter is popularly 
understood in this country, and the 
obvious purpose was to forbid all 
shades and conditions of African slav- 
ery. It was very well understood that 
in the form of apprenticeship for long 
terms, as it had been practiced in the 
West India Islands, on the abolition 
of slavery by the English Govern- 
ment, or by reducing the slaves to the 
condition of serfs attached to the 
plantation, the purpose of the article 
might have been evaded, if only the 
word ‘slavery’ had been used.” 

As the Court stated, involuntary 
servitude means a “personal servi- 
tude,” and applies only to human be- 
ings and not to organizations, The 
Court went on to say: 

“The exception of servitude as a 


punishment for crime gives an idea of 
the class of servitude that is meant.” 


“ See footnote 30. 
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Since, as we have noted elsewhere, 
this punishment is not slavery, but 
compelled service, other compelled 
service is forbidden. I think we can 
establish that more firmly shortly. 


The Court further pointed out: 


“The word ‘servitude’ is of a larger 
meaning than ‘slavery’, as the latter 
is popularly understood in this coun- 
try, and the obvious purpose was to 
forbid all shades and conditions of 
African slavery.” 


This discussion of the Supreme 
Court clearly indicates that the Court 
struck down the argument that this 
law for slaughterhouses imposed in- 
voluntary servitude, because it did 
not impose any personal servitude. 
Since the butchers had to have their 
animals slaughtered and because the 
state required that they be slaughtered 
at certain approved places—which re- 
quirement might be justified as a 
police regulation, or for reasons of 
health and comfort of the people—it 
was not the imposition of any per- 
sonal service, that is, the performance 
of any duties other than the butchers 
performed in the course of their occu- 
pations. That situation is quite dif- 
ferent from one where the state 
requires an employer to compute his 
employees’ taxes and then collect 
them for the state, which duties have 
no proper relation to the operation of 
his business. 


Lest the language of the Supreme 
Court be considered in too limited a 
sense, as did the Indiana court, let 
us look at Robertson v. Baldwin,** 
which is a case involving sailors who 
had signed up to go on a voyage and 
who then deserted. The Court said: 


“But we are also of the opinion 
that, even if the contract of a seaman 
could be considered within the letter 
of the thirteenth amendment, it is not, 


(Continued on page 269) 
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What to Do About Stock 
of the Small Business Corporation 


By REINHOLD GROH 


This article discusses that new section of the Code, 1244, which deals 
with the loss which may arise from the sale 

or from worthlessness of the stock of this new tax 

entity—the small business corporation. Mr. Groh is a certified public 
accountant in Chicago, and his article grows out of a talk 

which he made before the Illinois Society of Certified Public Accountants. 


ONGRESS, THROUGH ITS MEDIUM, the “Small Business 

Tax Revision Act of 1958,”? has created a new type of stock: 
“Section 1244 stock.” This stock is so named because it draws its 
existence from new Section 1244 of the 1954 Internal Revenue Code. 
“Section 1244 stock” is unique in that it may be both a capital asset 
and not a capital asset, or it may play a dual role and be part of each. 
In the event of gain from its sale or exchange it is treated as a capital 
asset,’ either long-term or short-term, depending on the length of time 
held, and accordingly subject to all of the rules and regulations relating 
to the determination and taxation of a gain from the sale or exchange 
of a capital asset. In the event of loss, however, either through sale 
or worthlessness, it is to be treated as a loss from the sale or exchange 
of an asset which is not a capital asset,’ but only to the extent that the 
loss for any one taxable year does not exceed $25,000 on an individual 
or partnership return,* or $50,000 for a husband and wife filing a joint 
return.’ If, on the other hand, the loss for any one taxable year ex- 
ceeds $25,000 on an individual return or a partnership return, or 
$50,000 on a joint return, the loss is to be treated as a loss from the 
sale or exchange of an asset which is not a capital asset, to the extent 
of the $25,000 and $50,000 limitations,® respectively, and the excess of 
such loss over such amounts is to be treated as a loss from the sale 
or exchange of a capital asset. Such excess loss is then subject to all 
of the rules and regulations of Subchapter P of the 1954 Code, relating 
to capital gains and losses.’ 


7H. R. 13382, incorporated in H. R. 8381, P. L. 85-866, Secs. 201-206. 
* Sec. 1221. 

* Sec. 1244(a). 

*Sec. 1244(b) (1). 

* Sec. 1244(b)(2). 

*Sec. 1244(a). 

* Sec. 1221. 
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Section 1244 Stock’’ Defined - 


“Section 1244 stock” is common 
stock which has been issued by a 
domestic corporation *® pursuant to a 
written plan adopted after June 30, 
1958, to offer not more than a stated 
dollar amount of such stock during a 
definite and specified period ending 
not later than two years from the date 
such plan was adopted.°® 


Small Business Corporation 
Requirements 


At the time the plan is adopted the 
corporation must be a “small business 
corporation.” *° A “small business 
corporation” is a corporation which 
at the time it adopts such a plan meets 
the following two requirements. 


Maximum Paid-in Capital 


The first requirement is that the sum 
of the aggregate dollar amount of stock 
which may be offered under the plan 
plus the aggregate amount of money 
and other property which has been 
received by the corporation after 
June 30, 1958, for its stock, as a con- 
tribution to capital, and as paid-in 
surplus must not exceed $500,000." 


This requirement means that if the 
corporation has received any money 
o1 other property for its stock (which 
is not “Section 1244 stock”) as a con- 
tribution to capital, and/or as paid- 
in surplus after June 30, 1958, and 
before adoption of the plan, the maxi- 
mum amount of “Section 1244 stock” 
which may be offered would be 
$500,000 less the aggregate amount of 
money or other property so received 
after June 30, 1958, and before adop- 
tion of the plan. 

The first and second requirements 
are best illustrated in the following 
example—assume the following facts 
for Corporation A: 


~ * Sec, 1244(c)(1). 
Sec. 1244(c)(1)(A). 
Sec. 1244(c)(1)(B). 
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Particulars Amount 


Amounts received after June 
30, 1958, and before adop- 
tion of plan. 

For capital stock which 
was not “Section 1244 
stock” 


As a contribution to capital 
As paid-in surplus ...... 


10,000 
20,000 


Total money or other 
property received.... $100,000 


Section 1244(c)(2)(A) limi- 
tation 


Maximum amount of Section 
1244 stock offerable .... $400,000 


In determining the amount received 
by the corporation attributable to prop- 
erty other than money, the property 
is taken into account at its adjusted 
basis to the corporation (for deter- 
mining gain) as of the date it was 
received by the corporation less any 
liabilities to which the property was 
subject or any liabilities assumed by the 
corporation at such time.’* 


For the purpose of determining 
whether a corporation is a “small 
business corporation,” a successor 
corporation in a Section 368(a)(1)(F) 
reorganization, which refers to a re- 
organization effected by a mere change 
in identity, form, or place of organi- 
zation, is to be considered as the same 
corporation as its predecessor ;** that 
is, if the predecessor corporation 
qualified or did not qualify as a “small 
business corporation,” a 368(a)(1)(F) 
successor also would or would not 
qualify. Thus, if after June 30, 1958, 
Corporation A, the predecessor cor- 
poration, had received $500,000 or 
more for its stock or as a contribution 
to capital or as paid-in surplus, then 


™ Sec. 1244(c)(2)(A). 
™ Sec. 1244(c) (2) (A) (ii). 
™ Sec. 1244(d)(2). 
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Corporation B, the successor corpora- 
tion, would not qualify as a small 
business corporation even though the 
aggregate amount of money and other 
property received by Corporation B 
in the reorganization is less than 
$500,000. Since the $500,000 maximum 
is determined by the amount of money 
and other property actually received 
after June 30, 1958 and prior to adop- 
tion of the plan, a corporation which 
had received $500,000 or more for its 
stock or as a contribution to capital 
or as paid-in surplus but which had 
distributed $250,000 to its shareholders 
would not qualify even though its 
capitalization at the time of the adop- 
tion of the plan would only be $250,000. 
The emphasis is on the word received 
and, therefore, the amount retained 
has no bearing on the determination. 


Maximum Equity Capital 

The second requirement for a cor- 
poration to qualify as a “small busi- 
ness corporation” is that the aggregate 
dollar amount of stock which may 
be offered under the plan plus the 
equity capital of the corporation, as 
determined on the date of adoption 
of the plan, must not exceed $1 million. 
Equity capital for this purpose is the 
amount of money and other property 
(in an amount equal to its adjusted 
basis for determining gain) less the 
corporation’s indebtedness, other than 
indebtedness to shareholders.** 


Even though a corporation’s equity 
capital may increase to an amount in 
excess of $1 million at some time after 
the adoption of the plan, a loss on the 
sale of “Section 1244 stock” at such 
time would still qualify as an ordinary 
loss. The requirements of a small 
business corporation must be satis- 
fied only at the time the plan to issue 
“Section 1244 stock” is adopted, and, 
thus, the fact that the corporation 
would not qualify as a small business 


* Sec. 1244(c)(2)(B). 
* Sec. 1244(c)(1)(C). 


Section 1244 Stock 


corporation at the time of the loss 
does not disqualify the otherwise 
qualified “Section 1244 stock.” 


The plan under which “Section 
1244 stock” is offered must be adopted 
at a time when no portion of a prior 
offering to issue stock is outstanding. 
If such an offering or any portion 
thereof is outstanding and is not with- 
drawn prior to the time the plan is 
adopted, no stock issued pursuant to 
the plan will qualify.** 


Exchange Restrictions 
on 1244 Stock 


Only stock which has been issued 
to the taxpayer in exchange for money 
or other property will qualify. For 
this purpose, the term “other prop- 
erty” does not include stock or securi- 
ties of any corporation, nor does it 
include the value of services rendered 
to the issuing corporation. Accord- 
ingly, stock which is issued for stock 
or securities of any corporation or for 
services will not qualify as “Section 
1244 stock.” *® 


This limitation, however, does not 
apply to common stock received as a 
stock dividend on stock which meets 
all of the requirements for “Section 
1244 stock” that may be determined 
prior to sustaining a loss thereon. The 
requirements for such stock that may 
be determined prior to sustaining a 
loss thereon are all of the require- 
ments for stock to qualify as “Section 
1244 stock” except those of 1244(c) 
(1)(E), which disqualifies otherwise 
qualifying “Section 1244 stock” if 50 
per cent or more of the aggregate 
gross receipts of the issuing corpo- 
ration for a period of its five most 
recent taxable years ending before 
the date of the loss on the stock or for 
such part of this period during which 
the issuing corporation was in exist- 
ence, were derived from royalties, 


* Sec. 1244(c)(1)(D). 





rents, dividends, interest, annuities, 
and sales or exchanges of securities 
resulting in gains. Nor does this limi- 
tation apply to common stock re- 
ceived from a successor corporation 
in a Section 368(a)(1)(F) reorganiza- 
tion where the predecessor corpora- 
tion’s stock, which was exchanged in 
the reorganization, was “Section 1244 
stock.” Stock received in any other 
type of reorganization including a so- 
called divisive reorganization would 
not qualify.”* 


Transferee Ineligibility 


Only the individual or partnership 
to whom the stock is originally issued 
by the issuing corporation qualifies 
for the ordinary loss treatment af- 
forded by Section 1244.%* Thus, the 
benefits of “Section 1244 stock” do not 
pass to any other person who acquires 
such’ stock from a shareholder to 
whom it was originally issued, re- 
gardless of how the transferee acquires 
the stock, whether by purchase, gift 
or inheritance. Since, for this section 
of the Code, the definition of an “in- 
dividual” does not include a trust or 
an estate, the benefits of “Section 1244 
stock” die with the person to whom 
it was originally issued. Similarly, if 
such stock has been issued to a part- 
nership any loss on such stock which 
is to be treated as a loss from the sale 
of an asset other than a capital asset 
is available to the partnership only, 
to the extent of $25,000, regardless of 
the number of partners in the partner- 
ship. Therefore, if the loss on the 
investment in “Section 1244 stock” by 
the partnership can be expected to 
exceed $25,000, it would be wiser tax 
planning for the individual partners 
to invest in such stock. By so doing, 
each partner would be entitled to a 
$25,000 ordinary loss deduction on an 


™ Sec. 1244(d)(2). 
* Sec. 1244(a). 
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individual return or $50,000 on a joint 
return. Furthermore, if the partner- 
ship is to be dissolved for any reason 
at a time that it has an unrealized 
loss on “Section 1244 stock,” such 
stock should be sold to establish the 
loss and to take advantage of the 
ordinary loss benefits rather than to 
distribute the shares to the partners 
in liquidation. If the shares are dis- 
tributed to the partners in liquidation 
or for any other reason, then the bene- 
fits of Section 1244 will be lost be- 
cause of the rule that such benefits 
are available only to the taxpayer 
to whom the shares were originally 
issued. Even if otherwise qualified 
“Section 1244 stock” is sold through 
an underwriter, it may qualify only if 
the underwriter acts as agent for the 
corporation and the stock is not is- 
sued to such underwriter.’® 


Income Source Limitation 
on Corporation 


One further requirement for the 
stock of a corporation to qualify as 
“Section 1244 stock” is a restriction 
which has been imposed to limit the 
tax benefits to shareholders in com- 
panies which are largely operating 
companies. This requirement pro- 
vides that the issuing corporation 
must have, during the period of the 
five most recent taxable years ending 
before the date the taxpayer sustains 
the loss on such stock or for the 
period of its existence, if less than 
five years, derived more than 50 per 
cent of its aggregate gross receipts 
from sources other than royalties, 
rents, dividends, interest, annuities, 
and sales or exchange of stock or 
securities which result in gains. This 
restriction does not apply, however, 
if for the period referred to the cor- 
poration’s allowable deductions ex- 


* H. Rept. 2198, House Ways and Means 
Committee Report on H. R. 13382, 85th 
Cong., 2d Sess., 1958. 
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ceed its gross income before deducting 
the net-operating-loss deduction, the 
deduction for partially tax-exempt 
interest, the dividends received credit, 
the credit for dividends received on 
preferred stock of public utilities, and 
dividends received from certain foreign 
corporations.”° 


New Basis Rule 


In order to prevent a taxpayer from 
bailing out an otherwise capital loss 
as an ordinary loss, a new and special 
basis rule has been provided.** This 
rule acts to limit the amount of ordi- 
nary loss that may be recognized on 
“Section 1244 stock” which was is- 
sued by a corporation in exchange for 
property that, immediately before the 
exchange, had an adjusted basis for 
determining loss in excess of its fair 
market value. If “Section 1244 stock” 
is issued for such property and if the 
basis of the stock is a substituted 
basis which is determined by refer- 
ence to the basis of the property ex- 
changed, then, solely for the purpose 
of determining the amount of ordi- 
nary loss on “Section 1244 stock,” 
the basis of the stock must be reduced 
by the excess of the adjusted basis 
of the property exchanged for the 
stock over its fair market value at the 
time of the exchange. 


Thus, if an individual transfers prop- 
erty with an adjusted basis of $1,000 
and a fair market value of $250 to a 
corporation for “Section 1244 stock” 
in an exchange that qualifies as a 
tax-free exchange, the basis of his 
stock for purposes of Section 1244 is 
$250 (its normal basis of $1,000 less 
the $750 excess of the property’s ad- 
justed basis over its fair market value). 
This rule does not affect the basis 
of stock for purposes other than Sec- 
tion 1244. Therefore, if the individual 


~ ® Sec, 1244(c)(1)(E). 
™ Sec. 1244(d)(1)(A). 


Section 1244 Stock 


It is feasible to reduce Federal ex- 
penditures. Officials do not lack 
knowledge of where to make reduc- 
tions.—Herbert J. Miller, Executive 
Director, Tax Foundation, Inc. 


in the foregoing example sells his 
stock for $250, he will, pursuant to 
other sections of the Code, recognize 
a capital loss of $750. If the individual 
sells the stock for $200, $50 of his total 
loss of $800 will be treated as an ordi- 
nary loss and the balance of $750 as a 
capital loss, assuming of course that 
all of the various requirements of Sec- 
tion 1244 are satisfied. 


Cost Basis 
of Added Capital Contributions 


Any increase in the basis of “Sec- 
tion 1244 stock” through subsequent 
contributions to capital or as paid-in 
surplus shall be treated for the pur- 
pose of computing loss on the “Sec- 
tion 1244 stock” as allocable to stock 
which is not “Section 1244 stock.” * 
The effect of this provision may be il- 
lustrated by the following example: 

An individual purchases 100 shares 
of stock for $10,000, which shares, if 
sold by him, would qualify as “Sec- 
tion 1244 stock.” He later makes a 
$2,000 contribution to capital that in- 
creases the total of his basis of his 
100 shares to $12,000. Subsequently, 
he sells the 100 shares for $9,000, re- 
sulting in a loss of $3,000. Of this 
loss only $2,500 (10/12 of $3,000) 
may be treated as an ordinary loss 
under Section 1244. The balance of 
$500 is a capital loss. 


Loss Treatment 


Any loss which under this section 
is treated as a loss from the sale or 
exchange of an asset that is not a 


* Sec. 1244(d) (3). 








capital asset is to be treated as at- 
tributable to a trade or business of 
the taxpayer.*® Therefore, the amount 
of such a loss is allowable in deter- 
mining the taxpayer's net operating 
loss for a taxable year and may be 
carried backward or forward subject 
to the rules of net operating loss de- 


ductions.** The total deduction in 
each year for such losses, however, 
including the amount of the net oper- 
ating loss carry-back or carry-forward, 
may not exceed the $25,000 limitation 
on an individual return or $50,000 on 
a joint return filed by husband and 
wife.*® [The End] 


The Treasury’s View on Advertising Deduction 


HE TREASURY has not changed 

its policy regarding the deduction 
of the cost of advertising, Fred C. 
Scribner, Jr., Under Secretary of the 
Treasury, told tax executives. There 
will be no change in the treatment of 
good will advertising. Business or- 
ganizations may continue to deduct 
the cost of institutional advertising 
that keeps their names and trade- 
marks before the public. The cost of 
such advertising is generally deduc- 
tible as an ordinary and necessary 
business expense. He was addressing 
the Ninth Annual Midyear Conference 
Banquet of the Tax Executives Insti- 
tute, Washington, D. C. 


However, the Under Secretary 
warned that: “If such expenditures 
should be extravagant and out of all 
proportion to the size of the taxpay- 
er’s business, or if they are not related 
to the patronage that might reason- 
ably be expected in the future, they 
will be questioned, and might be 
disallowed. 

“The Revenue Service will not dis- 
allow deduction of the cost of reason- 
able advertising directed to the 
cultivation of good will towards the 
advertiser, to the improvement of the 
morale of its employees, to encourage 
contributions to such organizations 
as the Red Cross, to urge the pur- 
chase of United States Savings Bonds, 
or to raise capital or recruit personnel. 


* Sec. 1244(d)(3). 
* Sec. 172. 
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“If confusion or misunderstanding 
exists in this area, it undoubtedly 
arises because of the difficulty of 
drawing a line between allowable in- 
stitutional advertising and non-de- 
ductible expenditures for purposes 
which have to do with the promotion 
or defeat of legislation. 


“Perhaps there has been even 
greater concern in corporate circles 
concerning cooperative advertising. 
Treasury Decision 6340, published 
last December, provides that any 
charge which a purchaser is required 
to pay by a manufacturer as a condi- 
tion of the purchase of a taxable 
article is to be included in the sale 
price upon which the manufacturers’ 
excise tax is based, provided the 
charge is not attributable to an ex- 
pense falling within one of the speci- 
fic exclusions provided by law for 
transportation, delivery, insurance, in- 
stallation, and other similar charges. . . . 


“This Decision has general applica- 
tion in the area of price and price re- 
adjustments. It has_ frequently, 
however, been referred to as the ‘co- 
operative advertising’ decision, because 
it resulted from a review of the treat- 
ment of cooperative advertising ex- 
penses and much of its practical effect 
is related to such.expenses. The De- 


(Continued on page 288) 
* Sec. 1244(b). 
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Annual Exclusion Trusts 


By HARVIE BRANSCOMB, Jr. 


A trustor who requires the availability of the annual gift exclusion 

will find particularly useful the three types of trusts discussed 

in this article. The particular virtues of each are described. The author 
is an attorney and CPA in Corpus Christi, Texas. He first 

presented this article as a paper before the Sixth 

Annual Taxation Conference of the University of Texas. The 

article has been updated by him to reflect the final gift tax regulations. 


HERE ARE THREE TYPES of trusts which are particularly 

useful for gifts to minors where the availability of the annual 
exclusion is required. They are the trust to age 21, designed to meet 
the requirements of Code Section 2503(c) ; the short-term trust with 
retained reversionary interest qualifying under Section 673; and the 
trust for life with power of prior distribution, also referred to as the 
Sensenbrenner-Fisher type trust. Although each presents a rather in- 
flexible vehicle for making gifts, ordinarily the trustor will find it 
necessary to stay within the limitations of one of these three types of 
trusts or to forego the benefit of the annual exclusion.” 


Section 2503(c) Trusts 


The Section 2503(c) trust provides an assured means of obtaining 
the full benefit of the annual exclusion. The principal disadvantages 
are the required termination at age 21 or prior death, the difficulties 
in avoiding distribution to the estate of the minor beneficiary in event 
of prior death, and the impossibility of providing for after-born 
children. 


7A fourth type, that used in Kieckhefer v. Commissioner, 51-1 ustc § 10,812, 
189 F. 2d 118 (CA-7), Gilmore v. Commissioner, 54-1 ustc J 10,948, 213 F. 2d 520 
(CA-6), and George W. Perkins, CCH Dec. 22,082, 27 TC 601 (1956), and the 
more extreme form dealt with in U. S. v. Baker, 56-2 ustc { 11,636, 236 F. 2d 317 
(CA-4), have received discouraging treatment by virtue of Rev. Rul. 54-91, 1954-1 
CB 207, and recent Tax Court decisions. (See George M. Street, CCH Dec. 
22,686, 29 TC 428 (1958) (appeal docketed CA-5), rejecting Kieckhefer; and 
Abraham K. Katz, CCH Dec. 22,253, 27 TC 783 (1957), refusing to approve a 
U. S. v. Baker type trust.) It would appear, however, that trusts of this sort will 
be considered as creating present interests in the Seventh, Sixth and Second 
Circuits in the absence of Supreme Court action to the contrary, at least where 
a statutory guardian has been appointed. (Stifel v. Commissioner, 52-1 ustc 
J 10,855, 197 F. 2d 107 (CA-2).) The requirements of 1954 Code Sec. 2503(c) 
are not intended to be inclusive in this area. (Regs. Sec. 25.2503-4(c).) 
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There is one limited method of 
avoiding termination when the bene- 
ficiary reaches his twenty-first birthday. 
The regulations * expressly authorize 
a clause permitting the donee upon 
reaching the age of 21 to extend the 
term of the trust. The effect is, of 
course, the same as the creation of a 
new trust of which the beneficiary is 
the trustor. 


This suggests the possibility of go- 
ing further and providing that the 
beneficiary will be considered as hav- 
ing elected to extend in the absence of 
notice to the contrary on his part, or 
of providing for a longer trust term 
accompanied by an election in the 
beneficiary to terminate at age 21. It 
is understood that when the proposed 
regulations were under consideration, 
the Service was urged to authorize 
clauses of this sort. As the Service 
failed to do so, their use would not 
seem justified in the absence of further 
authority.® 


A related problem is that of desig- 
nating alternate beneficiaries in the 
event of the death of the original 
donee. The Code requires that in the 
event of the death of the beneficiary 
prior to the age of 21, the corpus of 
the trust and accumulated income 
must pass either to the child’s estate 
or as he may appoint under a general 
power of appointment.* 


It would seem, therefore, that the 
minor’s estate might be avoided by 
granting to the minor a general power 


* Regs. Sec. 25.2503-4(b) (2). 

*The Tax Section and the House of 
Delegates of the American Bar Association 
have adopted a legislative proposal, which, 
if enacted, would eliminate the requirement 
of minority and permit such trusts to be 
established at any age and continue for life. 
The proposed change would also eliminate 
the requirement that discretionary distribu- 
tions during the term of trust must be au- 
thorized in the trust instrument. 


*1954 Code Sec. 2503(c)(2)(B). 
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of appointment, and providing for 
alternate beneficiaries in the absence 
of its exercise. 


Under the proposed regulations, the 
benefits of Section 2503(c) were not 
considered lost by reason of the mere 
fact that the governing instrument 
contains a disposition of the property 
or income not expended during the 
donee’s minority to persons other 
than the donee’s estate in the event of 
the default of appointment by the 
donee under such a power. However, 
the Service took the position in the 
proposed regulations that the grant- 
ing of a power of appointment, fol- 
lowed by a gift over in the absence of 
the exercise of the power, would not 
satisfy the requirements of 2503(c) 
unless the minor could effectively ex- 
ercise the power under applicable 
state law.® If this position had been 
sustained, the use of a testamentary 
or inter vivos general power of ap- 
pointment, as a means of providing 
for alternate takers, would be feasible 
only if an exception is added that in 
the event under applicable state law 
the beneficiary should die at an age 
when he lacks the capacity to exercise 
such a power of appointment, the 
property would pass to his estate. 


Unfortunately, the exception would 
apply more often than not, as in most 
states a minor cannot exercise an inter 
vivos power of appointment,® and can- 
not execute a testamentary power of 
appointment until reaching a desig- 
nated age.” 


* Proposed Regs. Sec. 25.2503-4(b). 

*This is apparently the rule in Texas, 
although Art. 7425c, Texas Civil Statutes 
(Vernon Supp., 1958), provides that the 
legally appointed guardian for a minor can 
release a power of appointment held by the 
minor, except where disabilities of minority 
have been removed or terminated. 

"In Texas, the age of 19 years in the 
absence of marriage or membership in the 
Armed Forces. (Texas Civil Statutes, Pro- 
bate Code 57, 58 (Vernon, 1956).) 


TAXES —The Tax Magazine 





. we think it is sufficient to 
preclude a taxpayer from claiming 
refund, in relation to an executed 
settlement agreement, that the 
statute of limitations has run against 
the right of the Commissioner to 
deal with the situation further.— 
Cain v. U. S., 58-1 USTC 7 9476, 
255 F. 2d 193 (CA-8). 


This position has been abandoned 
in the recently issued final regulations, 
which specifically provide that the 
fact that under local law a minor is un- 
der a disability to execute an inter 
vivos power or to execute a will does 
not cause the transfer to fail to satis- 
fy the conditions of Section 2503(c).* 
This now permits the effective use of 
a gift to alternate takers and the 
avoidance of intestacy in the event of 
the death of the original beneficiary 
prior to reaching age 21. 


It should be noted that it cannot be 
automatically assumed that a trust 
drafted to meet the requirements of 
2503(c) will serve satisfactorily as a 
longer-term trust. For example, the 
five-year-throw-back rule is expressly 
inapplicable to income accumulated 
for a beneficiary prior to his twenty- 
first birthday. Likewise, discretion 
over distributions of income and prin- 


* Regs. Sec. 25.2503-4(b). 

° 1954 Code Sec. 665(b) (1). 

*The power to distribute corpus to a 
current income beneficiary does not result 
in taxation of the income to the grantor 
under Section 674(b)(5). The same applies 
to income in the case of minors under Sec- 
tion 674(b)(7), which eliminates sprinkling- 
trust difficulties with respect to 2503(c) 
trusts, insofar as income taxes are concerned. 

"Under 1954 Code Sec. 674(b)(6)(B), 
income may be accumulated after minority 
provided that on termination of the trust, 
or in conjunction with prior distributions of 
corpus augmented by accumulations of in- 
come, income will be payable to the current 
income beneficiary. This section will ordi- 
narily apply in the case of a 2503(c) trust 
which is extended past its original ter- 


Annual Exclusion Trusts 


cipal are specifically authorized from 
an income tax standpoint where the 
trust terminates at age 21.%° How- 
ever, the extension of a 2503(c) trust 
takes it out of the shelter of these 
provisions." 


There is one important change made 
in the final gift tax regulations which 
is to the disadvantage of the taxpayer. 
Although the Code contains no au- 
thority for the use of a standard for 
distributions in 2503(c) trusts, the 
proposed regulations authorized the 
limitation of distributions to amounts 
deemed necessary for support, health 
or education of the beneficiary. By 
the use of such a standard, the grantor 
could have served as trustee of a 
2503(c) trust without estate tax dif- 
ficulties..*> However, since the final 
regulations return to the literal lan- 
guage of the Code in this respect, 
and no longer authorize the use of 
such a standard, the corpus of the 
trust would be included in the estate 
of a grantor-trustee because of the 
discretion retained by the donor to 
accelerate or postpone trust distribu- 
tions.** Of course, if the donor-trustee 
is the father, the corpus would be in- 
cluded in his estate, in any event, to 
the extent trust income would be 
required to be used to meet his duty 


mination date, as well as to short-term 
trusts authorizing accumulation of income 
for a specific beneficiary. 

* As proposed, Regs. Sec. 2503-4(b)(1) 
provided that distributions may be limited 
to the amount deemed necessary for the 
support, health or education of the bene- 
ficiary, provided such discretionary authority 
may not be exercised so as to deny the 
donee the right to the property or income 
in case of need. The final regulations, how- 
ever, provide that the trust may contain no 
substantial restrictions on the exercise by 
the trustees of their discretion over dis- 
tributions. (Regs. Sec. 25.2503-4(b)(1).) 

*® Jennings v. Smith, 47-1 ustc § 10,551, 161 
F. 2d 74 (CCA-2). 

“ Lober v. U. S., 53-2 uste ¥ 10,922, 346 
U. S. 335; Regs. Sec. 20.2038-1(a). 
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of support.*® Although support might 
necessitate only part of the income, 
and thus require inclusion of only a 
part of the corpus, the taxpayer might 
find his burden of proof in such situa- 
tions a difficult one to sustain.” 


Short-Term Trusts 


The short-term trust with retained 
reversionary interest ordinarily con- 
tinues for a term of ten years or until 
the prior death of the beneficiary,” 
and is, of course, primarily an income 
tax savings device. It permits the 
income from property set aside in 
trust to be taxed for the term of the 
trust to a trustee or third party, with 
the eventual return of the corpus to 
the grantor.** Estate tax benefits are 
limited to the exclusion from the 
estate of the donor of the actuarial 
value of the right to income outstand- 
ing in the beneficiary at the time of 
the donor’s death. 


Problems Due to Required Distribution 
of Income 


In order for a so-called short-term 
trust to escape taxation of income to 
the grantor, it is necessary that the 
income be distributed either during 
the existence of the trust, at the time 
of its termination, or thereafter.’® If 


* Regs. Sec. 20.2036-1(b)(2); Helvering v. 
Mercantile-Commerce Bank & Trust Com- 
pany, 40-1 uste J 9375, 111 F. 2d 224 (CCA-8), 
cert. den., 310 U. S. 654. 

* Commissioner v, Estate of Dwight, 53-1 
ustc § 10,903, 205 F, 2d 298 (CA-2), The 
result is otherwise when availability of 
trust income for support is construed to be 
discretionary. (Commissioner v. Estate of 
Douglass, 44-2 ustc § 10,131, 143 F. 2d 961 
(CCA-3).) 

1954 Code Sec. 673(c). If the reversion 
is to be effective at the death of the grantor, 
his life expectancy must be over ten years 
(Rev. Rul. 56-601, 1956-2 CB 458) unless 
an alternate income beneficiary for the 
remainder of the ten-year term is desig- 
nated (Rev. Rul. 58-567, I. R. B. 1958-47, 
12 (November 24, 1958)). 

* 1954 Code Sec. 673. 
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the choice is made to distribute the 
income currently to the beneficiaries 
in proportion to their interests in the 
corpus, the grantor will have made a 
gift of a present interest to the extent 
of the present discounted value of the 
property placed in trust, determined 
actuarially on the basis of the term of 
the trust.”° In the case of a trust with 
a ten-year term, approximately 30 per 
cent of the initial gift will be a present 
interest. Spray or sprinkling pro- 
visions with respect to income meet- 
ing the requirements of Section 673 
are feasible insofar as income tax 


considerations are involved, but will 
of course result in the loss of the an- 
nual exclusion ** even though all in- 
come is required to be distributed. 


If income distributions are to be 
made not less often than annually, 
it will be considered that the income 
is being distributed currently for such 
purposes.” 


This, of course, results in the taxa- 
tion of the income to the beneficiary.** 
If, however, the income is accumu- 
lated for the duration of the trust and 
then distributed to the beneficiary, 
the income will be taxed to the trustee, 
in many cases at rates lower than 
those of the beneficiary.** Further- 


* 1954 Code Sec. 677(a) (2). 

* Rev. Rul. 58-242, I. R. B. 1958-21, 23 
(May 26, 1958); 1954 Code Sec. 2503(b); 
Regs. 108, Sec. 86.19(f), applicable to 1954 
Code under T. D, 6091, 1954-2 CB 47. 

* Rev. Rul. 55-303, 1955-1 CB 471; Helver- 
ing v. Blair, 41-2 ustc 7 10,080, 121 F. 2d 
945 (CCA-2); Regs. Sec. 25.2503-3(c), Ex- 
ample 3. 

* Regs. Sec. 25.2503-4(c). 

* Assuming, of course, that the income is 
not taxed to the grantor or the trustee on 
grounds of use for support, use to meet a 
legal obligation, or for some other reason. 


*The rules relating to accumulation dis- 
tributions do not apply to final distributions 
from a trust made more than nine years 
after the last transfer to it. (1954 Code 
Sec. 665(b)(4).) Olson and Gradishar, in 
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more, the accumulation of the income 
greatly reduces the possibility of tax- 
ation of the income to the grantor 
or trustee on the grounds that the 
income has been used for the support 
of their dependents. The accumulation 
of income also introduces an element 
of flexibility, permitting provisions 
for after-born children and sprinkling 
among beneficiaries which would not 
be possible if the income is currently 
distributed so as to obtain the benefit 
of the annual exclusion based on such 
distributions. It is not necessary that 
the accumulated income be distributed 
at the time of the reversion of the 
corpus. Especially in the case of 
children, it may be desirable to hold 
accumulated income in trust until a 
more mature age is reached. 


It is, of course, possible to continue 
the entire trust in effect indefinitely, 
provided it is initially established for 
a term of over ten years and is ex- 
tended from time to time as the ten- 
year period approaches.*® For example, 
a trust may be established for 11 years 
and six months, and each year ex- 
tended for one year on an indefinite 
basis, insofar as taxation cf trust in- 
come to the settlor is concerned. The 
disadvantage of accumulating income 
from a tax standpoint is that the en- 
tire value of the gift of income is a 
future interest and is subject to gift 
tax unless the specific exemption is 
used. 


The gains 


treatment of capital 
raises some difficulties in connection 
with the taxation of the income from 


(Footnote 24 continued) 

Saving Income Taxes by Short Term Trusts 
(Prentice-Hall, 1956), pp. 34-36, consider it 
unwise to rely on the nine-year rule set 
forth in 665(b) (4), and advise that a period 
of over ten years be used for accumulation- 
distribution purposes. The extension of the 
term of the trust slightly over ten years is 
probably a wise precaution in any event as a 
protection against a claim that the actual 
date of the last original transfer to the trust 
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such trusts. Ordinarily, under ap- 
plicable trust law, appreciations in 
value resulting in capital gains will be 
added to corpus and, as a result, will 
be accumulated for later distribution 
to the donor at the time the trust re- 
verts to him. The regulations,”* in 
recognition of this factor, provide that 
such gains are taxable to the donor 
even though he does not currently 
receive any proceeds from them, This 
result can be avoided by making such 
capital gains distributable to the bene- 
ficiaries along with income.” 


Lifetime Trust 
with Power of Distribution 


The third type is the lifetime trust 
with power of distribution, also re- 
ferred to as the Sensenbrenner-Fisher 
trust.** This type of trust requires 
the current distribution of income and 
extends for the life of the beneficiary 
in the absence of prior distributions 
by the trustee. It has the advantages 
of a longer term, of the feasibility of 
providing for alternate takers in the 
event of the death of the beneficiary, 
and of the possibility of providing for 
after-born children. Gifts to trusts of 
this sort are eligible for a substantial 
portion of the annual gift tax exclu- 
sion, and for this reason such trusts 
are used primarily to receive periodic 
gifts from time to time during the 
minority of a child. For example, a 
gift to such a trust when the bene- 
ficiary is one year of age will be a 
present interest to the extent of 87 


might not be identical with the date of the 
instrument itself. 

* 1954 Code Sec. 673(d). 

* Regs. Sec. 1.677(a)-1(g), Example (2). 
See also Rev. Rul. 57-8, 1957-1 CB 204. 

* Regs. Sec. 1.643(a)-3(1). 

* Sensenbrenner v. Commissioner, 43-1 ustc 
7 10,033, 134 F. 2d 883 (CA-7); Fisher v. 
Commissioner, 42-2 ustc J 10,226, 132 F. 2d 
383 (CCA-9). 
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per cent of its value, and even when 
the child has reached the age of 21 
years, more than 78 per cent of the value 
of a gift will be a present interest.” 


The lifetime term of such trusts 
would make them unsuited to the 
needs of many donors in the absence 
of permissive authority on the part of 
the trustee to make prior distributions, 
made possible from a gift tax stand- 
,point by the provisions of Section 
2503(b) of the 1954 Code.* Although 
from an income tax standpoint this 
permissive power of prior distribution 
causes no difficulties,*’ it does elimi- 
nate the service of the grantor as 
trustee * in the absence of an ascer- 
tainable standard.* 


Providing for After-Born Children 


Trusts of the Sensenbrenner-Fisher 
type provide the only means of pro- 
viding for after-born children without 
complete loss of the annual gift tax 
exclusion. One of the objections to 
outright gifts, gifts to guardians, and 
gifts to 2503(c) trusts is that it is not 
possible to equalize the position of 
additional children who may be born 
later except by additional gifts in 
future years or special testamentary 
provision for them. In the Sensen- 
brenner-Fisher trust, however, after- 
born children may be designated as 
additional beneficiaries, provided that 
in distributions of income, the income 
from each gift is distributed only to 
the child or children who were bene- 


* Regs. Sec, 25.2512-5(f). 

” Overruling the prior rule of Evans v. 
Commissioner, 52-2 ustc J 10,862, 198 F. 2d 
435 (CA-3). 

* 1954 Code Secs. 674(b) (5), 674(b)(6)(B). 

™ Regs. Sec. 20.2038-1(a); Lober v. U. S., 
cited at footnote 14. 

* Jennings v. Smith, cited at footnote 13. 

“See Rev. Rul. 55-679, 1955-2 CB 390, in 
which property of a value of $2 million was 
put in a trust for ten years with income to 
be paid in equal shares to the settlor’s 
grandchildren and their issue. At the time 
of the trust, the settlor had four married 
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ficiaries at the time the gift was made, 
and in proportion to their beneficial 
interests at that time. However, the 
interest of each child, including after- 
born children, in the corpus may be 
equal. In addition, inequities in prior 
income distributions may be equalized 
at the time of termination by addi- 
tional distributions of corpus to the 
after-born children so as to offset any 
inequities in income distributions dur- 
ing the term of the trust. 


There is one circumstance in which 
a present interest is created without 
limiting the income to present bene- 
ficiaries with respect to each gift. This 
occurs where the gift is of sufficient 
size so that even assuming a large 
number of additional beneficiaries, it 
can be demonstrated actuarially that 
the interest of each donee will, in any 
event, have a value equal to the gift 
tax exclusion.** 


Must the Property 
Produce Present Income? 


The property given to short-term 
and Sensenbrenner-Fisher trusts may 
vary considerably in income produc- 
ing capacity from the 3% per cent 
rate used in the regulations for com- 
puting the present value of such in- 
come ;*° for example, the taxpayer may 
have a specific investment in mind, 
such as life insurance or stock of a 
family concern, which produces little 
or no income. Gifts of property of this 


children and ten grandchildren. The Rev- 
enue Service held that ten annual exclusions 
were allowable by demonstrating that if 50 
additional grandchildren were born, the per- 
centage interest of the oldest of the ten 
living grandchildren, computed on the basis 
of the 3% per cent actuarial tables required 
by the regulations, would be over $9,000. 
Cf. Rev. Rul. 55-678, 1952-2 CB 389, dealing 
with a similar situation where, however, the 
present value of each beneficial interest was 
held not to be ascertainable on sound ac- 
tuarial principles. 


* Regs. Sec. 25.2512-5. 
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sort avoid distributions of substantial 
amounts to small children and, at the 
same time, in the Sensenbrenner-Fisher 
type trust, permit the claiming of an 
annual exclusion which is large in 
comparison with the actual amount of 
income received. On the other hand, 
there may be advantages, particularly 
in the ten-year short-term trusts, in 
making a gift of high-income-producing 
property. In such trusts, the actuarial 
value of the gift of income will ordi- 
narily be computed at a 3% per cent 
rate under the regulations,** although 
the income received might be at the 
rate of 6 per cent or better. In such 
situations, the gift tax will be com- 
puted on the basis of a much smaller 
sum than that actually given. 


It will be noted that neither the 
statute *’ nor the proposed regulations 
thereunder * nor the courts ** require 
that any particular type of property 
be used. However, gifts of certain 
types of property have been consid- 
ered as gifts of future interests, be- 
cause of the nature of the property 
itself. The Revenue Service has taken 
this position with respect to gifts of 
mortgaged property *° and vested re- 
mainders in real estate.** On the lat- 
ter point, it finds support in the Tax 


* Regs. Sec. 25.2512-5. 

* 1954 Code Sec. 2503(b). 

* Regs. Sec. 25.2503-4(c). Cf. Regs. Sec. 
20.2056(b)-5(f) (1). 

® Sensenbrenner v. Commissioner, cited at 
footnote 28. 

“ Regs. Sec. 25.2503-3(c), Example 5. 

“Rev. Rul. 54-401, 1954-2 CB 320. 

” Rosa A. Howze, CCH Dec. 13,650, 2 TC 
1254 (1943). 

“ Regs. Sec. 25.2503-3(c), Example 6; Rev. 
Rul. 55-408, 1955-1 CB 113. Commissioner v. 
Boeing, 41-2 ustc § 10,104, 123 F. 2d 86 
(CCA-9), sometimes cited to the contrary, 
appears distinguishable on the ground that 
in that case the trustee was required to col- 
lect and invest all monies becoming due 
under the policies, apparently including in- 
come in the form of policy dividends. Thus, 


Annual Exclusion Trusts 


Court.** On the other hand, the Serv- 
ice holds that a gift of a contract of 
life insurance is a gift of a present 
interest.** 


Assuming, however, that property 
contributed to the trust would, in 
itself, constitute a present interest if 
given outright, it might, nevertheless, 
be argued that in the event of a gift 
to a trust, there is no gift of a present 
interest in the income of the property 
unless the property produces a rea- 
sonable income, even if the income 
from the property is required to be 
distributed currently. Although two 
cases have so held,** the weight of 
authority is to the contrary. The 
regulations provide that the 3% per 
cent tables promulgated therein shall 
be used for the purpose of valuing 
life estates and estates for terms of 
years.** One revenue ruling,*® com- 
puting the present value of income for 
such purposes, has applied such tables 
without regard to the capacity of the 
property to produce income. The same 
position is taken in the Sensenbrenner 
case.** 


It would seem that so long as the 
trustees are subject to a fiduciary duty 
to invest trust funds so as to produce 
the best income consistent with safety 


the income from the policies was not re- 
quired to be distributed at all times. 

“ Floyd H. Newmaker, CCH Dec. 19,499(M), 
12 TCM 232 (1953), and Elizabeth Hunter 
Polk, CCH Dec. 15,157(M), 5 TCM 357 
(1946), both holding that no annual exclu- 
sion was allowable with respect to a gift 
of income from closely held stock in the 
absence of proof of the value of such income. 
Cf.» Regs. Sec. 20.2055-2(b), holding that 
charitable deductions will not be allowed 
for estate tax purposes in the case of trans- 
fers in trust of closely held stock where 
there are no adequate assurances it will 
be income producing. See also, Commis- 
sioner v. Kempner, 42-1 ustc § 10,146, 126 F. 
2d 853 (CA-5) (notes having no interest). 

* Regs. Sec. 25.2512-5. 

“Rev. Rul. 55-679, 1955-2 CB 390, 

“ Cited at footnote 28. 





Childhood and genius have the same 
master-organ in common— 
inquisitiveness. Let childhood have 
its way, and as it began where genius 
begins, it may find what genius 

finds Edward George Bulwer-Lytton. 


of principal, as would be the ordinary 
requirement in most states,** the use 
of the actuarial tables would be the 
only feasible method of valuation of 
the unknown income which might be 
produced in the future, in view of the 
possibility of reinvestment in other 
property.*® Of course, if a tacit agree- 
ment with the trustee could be shown 
not to transfer trust investments to 
income producing property, or if the 
trust relieved the trustee of the duty 
to maintain trust funds invested,” a 
contrary result might be reached. A 
similar clause which might support 
a position by the Commissioner that 
the trust had no income capable of 
present valuation is the common pro- 
vision that the discretion of the trus- 
tees on investment matters is absolute 
and not subject to question by the 
beneficiaries.™ 


A related problem, arising primarily, 
but not exclusively, in the case of 
ten-year reversionary trusts, is that 


“For example, Texas Trust Act, Sec. 46, 
Texas Civil Statutes Sec. 7425(b) Sec. 46 
(Vernon, 1951). 

“J. J. Newlin, CCH Dec. 23,257, 31 TC 
—, No. 46 (1958) (dicta); Cf. Commissioner 
v. Joseph Sunnen, 48-1 ustc § 9230, 333 U. S. 
591 (1947). See also Rev. Rul. 54-9, 1954-1 
CB 20; Rev. Rul. 57-315, 1957-2 CB 624; 
and Rev. Rul. 58-337, I. R. B. 1958-28, 13 
(July 14, 1958), dealing with tax conse- 
quences of trustees lacking independent in- 
vestment powers. 

“Contra, Gilmore v. Commissioner, cited 
at footnote 1, in which the Sixth Circuit 
held that such a clause did not preclude the 
existence of a present interest. 

"Cf. Regs. Sec. 1.674(b)-1(b)(5) holding 
that for purposes of income taxes a standard 
proscribed for the trustees to follow in mak- 
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certain types of property transferred 
in trust are considered, for tax pur- 
poses, as constituting transfers of the 
right to receive future income only 
and, hence, ineffective to transfer the 
income to the trustee for income tax 
purposes.” For example, in Rev. Rul. 
58-337 ** the Service considered the 
transfer in trust for ten years of an 
income producing leasehold estate. The 
trust authorized reinvestment of the 
income but did not authorize assign- 
ment, transfer or encumbrance of the 
lease. The Service ruled the income 
from such a trust taxable to the grant- 
ors because, by assigning the lease 
without the reversionary interest in 
the fee, the transfer was in effect an 
assignment of income only, and be- 
cause the limitation of the authority 
of the trustees over the trust corpus 
(the leasehold estate) prevented the 
trustee from having full power and 
control over the assigned property.” 
However, it is the position of the 
Service that the fact that a transfer 
to a short-term trust may be ineffec- 
tive for income tax purposes, as where 
the corpus is immediately leased back 
by the transferor pursuant to a pre- 
arranged plan,” will not preclude a 
gift tax liability from arising at the 
time of the transfer with respect to 

(Continued on page 274) 


ing distributions will not be deemed to be 
measurable for purposes of 1954 Code Sec- 
tion 674 where the trust contains a clause 
that the determination of the trustee shall 
be conclusive, even though it would be con- 
sidered a measurable standard otherwise. 

" Helvering v. Horst, 40-2 ustc { 9787, 311 
U. S. 112; Shafto v. U. S., 57-2 uste J 9859, 
246 F. 2d 338 (CA-4). 

* Cited at footnote 49. 

“If at the time of transfer the property 
had been subject to a mortgage for which 
the grantors had been liable, the income of 
the trust would, of course, have been taxable 
to the grantors in any event under 1954 Code 
Sec. 677(a)(1), Regs. Sec. 1.677(a)(1)(d). 
Cf. Rev. Rul. 57-564, 1957-2 CB 328 (trust 
income used to pay grantor’s gift tax). 

* Rev. Rul. 54-9, 1954-1 CB 20. 
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WASHINGTON TAX TALK 


Current tax topics in Congress: taxing dividends of cooperatives, 
more income taxes for life insurers and a new definition of mining. 


CONGRESSIONAL BATTLE is shaping up on the Treasury 

plan submitted to Congress to tax either cooperatives or their 
members on distributions made in the form of patronage certificates. 
The Secretary of the Treasury outlined the Treasury’s proposed legis- 
lation in a letter to the chairman of the House Ways and Means 
Committee. The Treasury suggested legislation be enacted to place 
a value on patronage certificates, and a requirement that members 
must cash these certificates so they can be taxed as distributions at 
ordinary income rates. 


Under the Treasury plan, cooperatives would be permitted to 
deduct amounts paid to patrons during the taxable year only if paid 


(1) in cash or (2) in the form of “qualified” patronage certificates. 
A qualified certificate would be required to bear interest at a rate of 
at least 4 per cent, must by its terms be redeemable in cash within 
three years after the close of the year issued, and must in fact be 
redeemed in cash within the three-year period. 


In Carpenter v. Commissioner, 55-1 ustc § 9259, the Court of 
Appeals for the Fifth Circuit affirmed the Tax Court’s decision, which 
held that the patronage certificates held by the taxpayer had no fair 
market value, and accordingly they were not taxable to the petitioner 
as a “constructive receipt” or as an “assignment of income.” In Long 
Poultry Farms, Inc. v. Commissioner, 57-2 ustc § 10,048, the Fourth 
Circuit reversed the Tax Court and held that the patronage refund 
credit allocated to the taxpayer’s account was too contingent in nature 
to be properly accruable as income. Under present law, it is possible 
for the cooperative to receive a deduction for these distributions in 
computing its taxable income while members are not taxed on the 
value of the certificates they receive. 


Congressman Curtis of Missouri, a member of the House Ways 
and Means Committee, has introduced H. R. 3150 to provide that 
amounts equal to 20 per cent of value be withheld at source on 
patronage dividends issued to a member of a cooperative. Congress- 
man Curtis feels this withholding device would not require farmers 
to reduce their operating funds to pay taxes on noncash patronage 
dividends. Amounts withheld would be allowed as a credit against 
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taxes imposed on recipients of patron- . 


age dividends under a new Section 39 
of the 1954 Code as provided by the 
bill. 


Taxation of Life Insurance Companies 


Life insurance companies will have 
to pay more taxes on their income if 
H. R. 4245, introduced by House 
Ways and Means Committee Chair- 
man Wilbur D. Mills on February 9, 
1959, is enacted by March 15. This 
bill is basically similar to the prelimi- 
nary draft made public on January 22, 
1959. The provisions of H. R. 4245 
would apply to 1958 income of life 
insurance companies, and are ex- 
pected to produce about $540 million 
in revenue. 


The bill provides for taxable income 
of life insurance companies to be com- 
puted in three basic steps: by invest- 
ment income, by gain or loss from 
operations, and on distribution of 
prior untaxed income. 


The first step is on taxable invest- 
ment income, and requires that all 
life insurance companies compute the 
taxable portion of their net invest- 
ment income by deducting a deduc- 
tion rate multiplied by their adjusted 
life insurance reserves. Also, a small 
business deduction of 5 per cent of 
net investment income will be allowed 
with a ceiling on this deduction of 
$25,000. The deduction for reserves 
held on qualified pension plans will 
be computed in a special manner. 


Under the second step, insurance 
companies will compute an additional 
income base corresponding to the net 
gain from operations as shown on the 
company’s annual statement, without 
any deduction for the federal income 
tax but with appropriate deductions 
for tax-exempt interest, dividends re- 
ceived credit and the small business 
deductions. The net long-term capital 
gains will not be taken into account 
in computing either the taxable in- 


240 


March, 1959 @ 


vestment income or the gain from 


‘ operations. These gains will be taxed 


at the 25 per cent alternative capital 
gains tax rate. 


After 1958 the tax on life insurance 
companies will include a third step 
based on the distribution of dividends 
to policyholders. Companies will be 
required to maintain a shareholder 
surplus account and a policyholder 
surplus account. Whenever the actual 
dividends to shareholders exceed the 
amounts in the shareholder’s surplus 
(tax paid) account, they will be treat- 
ed as coming out of the policyholder’s 
surplus account and will result in that 
portion of the surplus account being 
subject to the corporate tax at the 
time of distribution. 


The bill, as introduced, differs from 
the preliminary draft of January 22, 
1959, in the following manner: 


(1) A new third-step tax has been 
added to provide that any previously 
untaxed gains will be subject to the 
regular cory Xrate income tax when 
distributed 1 areholders. 


(2) The fix: step on investment 
income of life insurance companies 
has been modified to provide a larger 
deduction with respect to earnings on 
reserves held for qualified pension 
plans. 


(3) A more adequate treatment of 
investment expenses attributable to 
mortgage service fees has been pro- 
vided. 


(4) Reserves held against guaran- 
teed renewable accident and health 
insurance policies will be treated like 
life insurance reserves. 


(5) In the second step of life insur- 
ance taxable income, the companies 
will be allowed a deduction for 10 
per cent of the increase in reserves 
on nonparticipating life insurance con- 
tracts other than group contracts and 
annuities. They will also be allowed 
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a deduction of 2 per cent of premiums 
received on group life and group acci- 
dent and health contracts. 


(6) It is provided that net long- 
term capital gains will be taxed sepa- 
rately at 25 per cent without being 
merged into the regular income ac- 
counts of the life insurance company. 
Capital gains realized in 1958 will not 
be taxable, and after 1958 the tax- 
payer may use as the basis for com- 
puting gain the market value of the 
asset as of December 31, 1958. 


(7) It is made clear that life insur- 
ance companies will be required to 
report investment income on an ac- 
crual basis, and it is provided that 
the accrued but unreported income at 
the end of 1957 will be taxed un- 
der the provisions applicable to 1957, 
with the resulting tax being spread 
over ten years. 


(8) A new rule is provided for the 
determination of surplus allocable to 
United States business in the case of 
a foreign life insurance company. 


(9) It is provided that individual 
receiving dividends on stock in life 
insurance companies will be entitled 
to the 4 per cent dividends received 
credit and the $50 dividend exclusion. 


The bill will receive speedy House 
action, and must pass the Senate and 
be signed by the President before 
March 15, 1959, the due date for life 
insurance returns for the 1958 calen- 
dar year. Otherwise, insurance com- 
panies will automatically be taxed 
under the 1942 taxing formula. 


Continuande of Present Tax Rates Urged 

The Treasury has asked Congress 
for legislation to extend for one year 
the existing normal tax rate for cor- 
porations and certain excise tax rates 
which are scheduled for reduction 
after June 30, 1959. In a letter to 
House Ways and Means Committee 
Chairman Mills, the Treasury asked 
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that the rates be continued at present 
levels until June 30, 1960. Under pres- 
ent law the normal corporate rate of 
30 per cent would be reduced to 25 
per cent after June 30, 1959, and cer- 
tain excise rates would be reduced. 
The President’s budget for the 1960 
fiscal year, recently sent to Congress, 
is based on the continuance of pres- 
ent rates. 


The Treasury 


The Secretary of the Treasury has 
asked Congress to delete the phrase 
“commercially marketable mineral prod- 
uct or products” from 1954 Code Sec- 
tion 613(c)(2), and substitute a new 
definition of “mining” which will 
specify the allowable treatment proc- 
ess for the various minerals for deple- 
tion. In letters to the Vice President 
and to the Speaker of the House, the 
Secretary stated that the proposed 
legislation would not only prevent a 
substantial loss in revenue but would 
also help resolve difficult and complex 
problems in determining for many 
mineral industries the stage at which 
taxpayers first-obtain a commercially 
marketable mineral product. 


“My recommendation was made as 
a result of a series of court cases 
which permitted manufacturers of 
brick and cement to compute percent- 
age depletion on the basis of the sell- 
ing price of the finished manufactured 
product rather than on the value of 
the clay or cement rock before it is 
manufactured,” the Secretary stated. 
“T do not believe that depletion on 
such an inflated scale is either reason- 
able or was intended.” 


The Treasury has submitted its 
recommendations for changes in Sec- 
tion 613 to the House Committee on 
Ways and Means, with a request that 
an early hearing be given to its pro- 
posal. The committee will hold short 
hearings on the Treasury’s proposal 
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during its public hearings on bills 
relating to Subchapters C, J and K, 
which started on February 24. 


Committee Questions 
Secretary Anderson 

The Joint Economic Committee sub- 
mitted certain questions to Secretary 
ot the Treasury Robert B. Anderson 
regarding tax policy, and the Secre- 
tary appeared before this committee 
on February 5. 


The first question was : What would 
you regard as the proper division of 
labor between tax policy and mone- 
tary policy as instruments of economic 
stabilization? 


The Secretary told the committee 
that at the income levels projected 
in the budget, tax revenues would 
approximately equal expenditures in 
1960. Consequently, by eliminating 
the deficit, tax policy would greatly 
ease the task of monetary policy. 


The second question asked by the 
committee: Is the present structure of 
the federal tax system adequate in 
light of the nation’s economic growth 
and stability requirements? If not, 
what changes would you recommend? 


“If new imperative revenue needs 
should arise,” said Secretary Ander- 
son, “we could live with higher taxes 

. I do not believe that ... [our 
economy] would be crushed by its tax 
burdens.” 


The committee then asked the Sec- 
retary: Under what circumstances can 
we reduce federal taxes? 


“ 


. tax reduction must be weighed 
against debt reduction out of surplus. 
I believe that in years of prosperity 
we should endeavor to achieve some 
debt reduction. This policy commends 
itself as an act of fiscal soundness. 
It would ease the task of monetary 
policy and the management of the 
public debt. 
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“I would not now want to prescribe 
a precise formula or to try to predict 
a precise time when tax reduction 
might properly be considered. I have 
tried to point out the varying factors 
which would influence our judgment 
at the time when such a judgment 
seems to be appropriate.” 


The Commissioner 


Each year the Commissioner issues 
his annual report, which gives tax 
men a look into the vast operations of 
the Internal Revenue Service. Even 
a quick glance at the report for the 
1958 fiscal year shows that the IRS 
is in the “big business” category. 


In 1958 the IRS collected over $79.9 
billion, handled over 93,539,000 tax 
returns and received an additional 259 
million information documents. 


Internal revenue agents examined 
over 2.8 million returns in 1958, an 
increase of 219,000 over 1957. An ad- 
ditional 58.3 million returns were 
mathematically verified by office audi- 
tors for accuracy of tax computation. 
Errors found during this mathemati- 
cal verification increased 9 per cent 
over 1957; 65 per cent of the total 
errors resulted in an average of $88 
more taxes due the government, while 
35 per cent of the errors averaged $72 
in favor of taxpayers. 


The increase of 219,000 tax returns 
examined by agents in 1958 over 1957 
was far reaching from a revenue stand- 
point. Agents have been concentrat- 
ing on tax returns of stockholders of 
closely held corporations, taxpayers 
who are members of partnerships, cor- 
porate officers, and other taxpayers 
with high incomes. These types of 
returns automatically come under the 
scrutiny of IRS agents, since past 
experience indicates the, additional 
revenue potential is high. 


TAXES —The Tax Magazine 







































financial 
statements 


simplified 
By H. S. WITTNER 


The small businessman goes through a long period of indoctrination 
with financial statements. He supplies them to his 

stockholders, his banker, his lawyer and his tax man. This 

article will bring these men all together on a common ground 

of understanding. First published in the July, 1949 issue of TAXES, 
the article is republished here because of the 

widespread interest in the subject. The author is a CPA 

in New York City. Reprints of the article will 

be available in a booklet as described on the back cover of this issue. 


IX THE 35 YEARS of his practice in public accountancy, the 
author has witnessed a steady stream of businessmen and business 
women, merchants, lawyers, engineers, architects and doctors, who 
were completely at sea with respect to anything that resembled a 
financial statement. Some, pretending io understand but preferring 
to suffer in ignorance, tried to hide behind a curtain of silence. Others 
timidly ventured an occasional question, and still others attempted 

_ to conceal their ignorance with a barrage of questions. Most were 
frightened at the sight of figures—some to the point of semiparalysis. 
It has been said, and not lightly, by a prominent accountant: “Very 
few business executives know how to read a balance sheet intelli- 
gently.” Some do not even know what it is. 


To understand a financial statement and to discuss it intelligently, 
it is not necessary to be an accountant. With that as a beacon light, 
plus these few unassuming pages, reduced to the barest and most 
painless essentials, perhaps some progress toward wider understand- 
ing of financial statements is possible. To that end, the author has 
drawn exclusively on daily experience in business, and has shunned 
reference to even a single textbook in order to avoid the unwitting 
introduction of technical material which might add to the reader’s 
fear of figures. 


In this humble crusade, the lack of strict regard for accounting 
theory may be repugnant to the professional. These pages are not 
intended for him. They are for the layman, sorely beset by techni- 
calities on all sides. If he learns to talk intelligently in a common 
language with his accountant, the profession probably will not complain. 


Financial Statements Simplified 243 





Two Questions and Two Answers 


You are about to enlarge your cir- 
cle of business acquaintances. Two 
individuals will be presented to you. 
You may have met them before. If 
so, your previous introduction quite 
likely was one of those passing con- 
tacts where you shook hands and 
promptly forgot the names. In that 
case, you certainly had no opportunity 
to learn anything of their personali- 
ties. If you have not met them at all, 
you will now not only learn their 
names (which, incidentally, they have 
a habit of changing) but you will have 
a chance to know them inside and out. 


Who are these strangers? They 
are two individuals used in business 
to carry important messages. They 
constantly plead for your attention. 
They beg to show you whether your 
business is succeeding or failing. They 
warn you to search for as much in- 
formation as possible. In short, they 
earnestly ask you to make friends 
with them so that you, the owner, 


will know what your business is doing, 
how much value there is in it and how 
that value may be used to the best 
advantage. 


Your new friends-to-be are generally 
spoken of as “financial statements.” 
You will have to call on them when you 
want to know whether your business 
affairs are prospering. When you 
are ready for their messages, you will 
probably call for them by asking two 
familiar questions. 


You, the owner-manager of a business, 
are now ready to ask those questions. 
You have just finished a busy year. 
Satisfactory achievements are antici- 
pated. You will want to know how 
much profit you made. If you are 
uneasy about the year’s activities, you 
may want to know how much you 
lost; but ordinarily you will not look 
for bad news. Whether concerned 
with profit or loss, it is the nature of the 
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question that is important. What you 
really will ask is: “What happened?” 


You receive your answer. Ignore, 
for the moment, the exact contents of 
the reply. Its specific parts will inter- 
est you later. For the present, you are 
concentrating on the type of question. 
You have inquired for information 
concerning a chain of events. You suc- 
ceed in finding out what happened, 
and you are now ready to ask your 
second question. 


This question and the popular con- 
ception of the answer in its complete 
form are often vague and perplexing. 
Groping attempts are made by in- 
quiries such as “How much cash is in 
the bank?” or “How much merchan- 
dise is on hand?” You, however, are 
more sure of your ground. You know 
exactly what kind of information you 
are after. You ask: “How do we 
stand?” 

Business was good during the past 
year and your financial condition 
should have been strengthened. Was 
it? The answer you receive is “yes,” 
in effect, but again the exact content 
of the answer is of no immediate con- 
sequence. Again it is the nature of 
the question that should be noted. 
This time the question deals with a 
single link instead of with a chain as 
in the first query. When you ask 
“How do we stand?” it is the word 
“stand” which emphasizes the kind of 
information you are requesting. It is 
“position” that you are seeking— 
financial position—after a chain of 
events is complete. 


There are, then, two important ques- 
tions to be answered concerning the 
business of the year. The essentials 
are: (1) What happened? (2) What 


is our position? 


The essential nature of the ques- 
tions having been determined, it is 
next important to find their essential 
difference. And once that difference 
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is found, it should be understood as 
thoroughly and clearly as the difference 
between a given name and a family 
name. No other factor concerning 
the understanding of financial state- 
ments compares with it in funda- 
mental importance. 


“What happened?” is an inquiry 
concerning a series of events. The 
answer to that question is a narration, 
a history of occurrences, a group of 
scenes constantly in motion. Its 
natural characteristic is action. It is 
dynamic. 


“What is our position?” calls for 
the description of a single picture the 
elements of which are true only at a 
single moment of time. Its special 
quality is immobility. It is motion- 
less. It is static. 


“What happened?” is a moving pic- 
ture reeled off from January 1 to 
December 31. “What is our posi- 
tion?” is a still photograph snapped 
on December 31. Once grasped, this 
distinction is the key to the thorough 
understanding of financial statements. 
If this difference is clear, you will 
have no difficulty in recognizing the 
answers regardless of whether you 
sell ocean liners or onions. Whether 
you sell on cash or credit, the same 
principles will apply. If you sell advice 
instead of apples, the same mechan- 
ism is used to inform you of business 
activities and results. If you lend and 
invest money, the same devices are 
laid before you to answer these two 
questions. In short, in any conceiv- 
able business worthy of the name, 
these two questions will apply and 
the same pair of tools is used to sup- 
ply the answers. 


Not unnaturally, the answers are 


related to each other. “What hap- 
pened” is a cause and “position” is 
the result. There are links in financial 
statements, clearly and_ specifically 
disclosing this connection. At the 
right moment these links will reveal 
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themselves. Because of such links the 
two answers almost always are pre- 
sented simultaneously. They are coupled 
like Siamese twins. Indeed, they are 
the twins of financial reports. They 
were born many years ago; they are 
fed and joined by the same life stream ; 
they are recognized throughout the 
business world. You should know 
them intimately. They will here, for 
the first time in their lives, be given 
nicknames to permit you to make 
close friends of them. 


Friends of the twins call them 
“Action” and “Result.” When a busi- 
ness year closes, Action will tell you 
what happened during that year and Re- 
sult will give your position at the year 
end. With the beginning of the next 
year, Result will illustrate what you 
start with, which, of course, is the 
same position you finished with in the 
previous year. Then Action begins 
once more to portray the course of 
events, with Result coming again at 
the close, and so on. 


When you eventually become the 
merchant prince of your atabition, you 
will make good use of Action and 
Result. You will use them now, even 
though you find yourself serving 
temporarily as business manager for 
a small engineering office. 


The firm has been in existence for 
a number of years. Hence, Result 
was alive when the present year be- 
gan. What did he look like at the 
start? In other words: “What was 
our position at the beginning of the 
year?” The answer: 


“On January 1 we had cash of $8,000 
in the bank and $50 in the office cash 
box. We also had office furniture and 
other equipment worth $700. We 
owed $200 to a consultant and $50 for 
equipment and supplies. Our capital 


was $8,500.” 


This is Result as he looked one year 
ago. Note his snapshot character, and 
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let it sink well into mind. Ignore the 
volume of money mentioned. No 
matter how many figures are given, 
all have significance with respect to 
one factor—the date. They were true 
on that date and on that date only. 
They were not the same two days 
before nor one day after nor, indeed, 
the following hour. In short, the 
figures describe the position of your 
business at a single, nonrecurring mo- 
ment. Note this static quality. It is 
the big difference between Result and 
his brother, Action. It is the stamp 
of all statements of condition. When 
this static character is permanently 
imprinted in the mind, then the figures 
may be contemplated. 


Generations ago, accountants hit on 
mechanics lending themselves to the 
method of presenting figures. That 
presentation, the essence of which is 
brevity and orderly arrangement, is 
the standard garb in which the ac- 
countant dresses Result. In his formal 
regalia, he looks like this: 


Assets, Liabilities and Capital 


January 1 
Assets 
Cash on deposit .................. $8,000 
SE NE ei gs a heen 50 
Furniture and equipment ........ 700 
NE oi nis $8,750 
Liabilities 
Consultants’ bill payable ..... $200 
Accounts payable (supplies).. 50 
Wee IOS fess oeckaakice 250 
Capital $8,500 


You have probably seen something 
like it before. It contains exactly the 
same facts described in the original 
answer. The change in Result is one 
of externals only. In the first instance 
he appeared before you in tatters. 
Now he is dressed in sparkling new 
clothes in which he is ready to make 
a formal entrance at all times. 
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Having informed yourself of the 
business position at the beginning of 
the year, you are now ready to meet 
Result’s twin brother in the flesh. His 
name, you will recall, is Action. Here 
he is, in answer to your question: 
“What happened during the year?” 


“In the past year we served as en- 
gineers, receiving a total of $17,000 
for our work. We paid $4,100 to our 
help. We also paid $900 for rent and 
$300 for other expenses. When the 
year closed, we had $11,700 left from 
the year’s income.” 


See the startling difference between 
Action and his twin brother. This 
fellow wants to keep on the move con- 
stantly. Ignore momentarily the figures 
he is holding up for your inspection. 
Notice merely that they come from 
some activity during the year: “we 
served,” “receiving,” “we paid.” There 
is a flowing character in this descrip- 
tion. Note it carefully. It is the per- 
manent hallmark of all statements of 
business activities. 


Given the same personal shine as 
his brother, Action looks like this 
when togged out in accounting finery: 


Income and Expense for Year 
Income 








Engineering services ............ $17,000 
Expense 
Employees’ salaries ....... $4,100 
BN on rkics 2 eka be eee so 900 
Other expenses ........... 300 
Total expense ............... 5,300 
Net income for year ............ $11,700 





What happened during the year? 
Briefly, a profit of $11,700 was earned 
from the activities listed in the fore- 
going statement of income and expense. 


You have now made the acquaint- 
ance of Action and Result, the Siamese 
twins of business reports. Look them 
over and learn to recognize them as 
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you would the features of any friend. 
You will meet them, under slightly 
different names and dress, many times ; 
but they will always be the same 
Action and Result. You will be 
fascinated in discovering the life stream 
that feeds them both, and it will in- 
terest you to find how they vary in 
detail but never in function or general 
appearance. 


Where Is the Capital? 


You are curious now about your 
position when the year ended. Be- 
cause a profit has been earned, the 
financial position at the end of the year 
should be better than at the start. 
Again Result presents himself for 
your inspection. You find the year- 
end position to be very satisfactory: 


Assets, Liabilities and Capital * 
December 31 
Assets 


Caeh oh Geponit:: ... 02.6056: ices GS 
Cash on hand ........ 50 
Furniture and equipment 1,500 


Total assets . $20,325 


Liabilities 
Consultants’ bill payable 
Accounts payable .. 


Total liabilities 125 


$20,200 


You notice capital is now $20,200, 
and you will recall that it was $8,500 
at the beginning of the year. What 
made the capital grow? The evidence 
is simple, and you may easily guess it: 


Capital at beginning of year . $ 8,500 


Profit for year ....... 


Capital at end of year 


Nothing is more logical than that 
capital should increase because of 
profits or decrease because of losses. 
An impressive illustration of this is 


Assets are the things you own, Liabili- 
ties are what you owe. They are fully ex- 
plored later. 
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found if a loss is assumed instead of 
a profit. Suppose the year was a bad 
one for business, and ended with a 


loss of $8,500: 


Capital at beginning of year 
Loss for year 


Feehan $8,500 


Capital at end of year 


Here Action has not been very kind 
to you. The entire capital has been 
lost. 

Fortunately, business was good and 
you earned a profit of $11,700, swell- 
ing your original capital to $20,200. 
You have now reached the point where 
you, in company with 10,000 other 
managers, will usually ask the same 
question: “Where is our capital of 
$20,200 ?” 

You thumb over Result painfully, 
looking for something with more de- 
finite meaning than the words “Capital 
. . . $20,200.” You notice “Cash .. . 
$18,775”—not far from $20,200, but 
not the same. Why does it differ? 
Where is the capital? The answer is 
that capital is not entirely in the form 
of cash, nor entirely in any one form. 
It is dispersed through your assets 
and liabilities, as you will see in a 
moment. 


Before illustrating this, a deeply 
rooted fallacy prevalent among mer- 
chants should be uprooted. Traders 
have naturally kept their eyes glued 
on their moneybags from the begin- 
ning of time. The “cash” frame of 
mind is a strongly intrenched habit. 
Probably for generations, small mer- 
chants have been known to “go into 
business with a capital of $20,200” or 
some other sum, whatever it may be. 
This initial capital was something that 
imbedded itself in the mind as “cash.” 
In many cases it was cash, and in 
many others at least part of it was not 
cash. It may have been in the form 


* See Action on p. 246, 





of goods, machinery or any commodity 
useful in business. 


But even if it is all in cash initially, 
it will almost immediately begin to 
change its form. Beginning business 
with the purchase of a piece of equip- 
ment instantly transforms part of the 
cash capital into machinery or some- 
thing else. This transformation of 
capital is the perpetual metamorphosis 
of business, applying even to a highly 
specialized trader like the banker, 
whose basic commodity is cash or its 
equivalent. Not only is his capital, 
chiefly, not in cash, but he must be 
careful to keep most of it in some 
other form or risk severe losses. 


In your case, the same forces are 
at work. Your capital, at any time, 
is not all in cash, nor in any one item. 
It consists of everything you have, 
diminished by what you owe. Ex- 
pressed in accounting language and 
somewhat oversimplified, your capital 
is your total assets less your total lia- 
bilities. Look back at Result. You 
will find the two figures to be: 


$20,325 
125 


Total assets ..... 
Total liabilities (minus). . 


Capital 


This is the one and only formula 
for determining capital. If you want 
to know more about the specific form 
of your capital, look at the items that 
make up total assets and those that 


Assets 


at Beginning 


of Year 
$8,000 

; 50 
700 


$8,750 


Cash on deposit 
Cash on hand .......... 
Furniture and equipment..... 


Totals 


Liabilities 
at Beginning 


of Year 
$ 200 
, 50 


$ 250 


Consultants’ bill payable 
Accounts payable ..... 


Totals 
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make up total liabilities. There you 


will find the only answer to the ques- 
tion: “Where is our capital?” 


Where Is the Profit? 

Even more popular is the question: 
“Where is the profit?” It is also a 
more logical question. The answer is 
of a kind that requires a bit of inter- 
esting spade work. Suppose you in- 
vestigate. 

You were informed by Action on 
page 246 that a net income (profit) 
of $11,700 was earned during the year. 
If you are like ten thousand others, 
you will begin thumbing the pages 
of your financial report, wondering 
where this profit has concealed itself. 
If you are not yet rid of the “cash” 
habit of thinking, you will probably 
search Result on page 247, in an effort 
to find the amount of cash in the bank. 
Again you will look at “Cash on de- 
posit . . . $18,775” at the year end. 

“Cash on deposit . $18,775. 
Profit . . . $11,700.” You compare 
them once, then compare them again. 
No progress. And you will be prop- 
erly puzzled by the comparison, for 
these figures should not be compared 
at all. The comparison means exactly 
nothing. 


But if you can get yourself to think 
in terms of assets instead of cash, this 
is what you will do to find how your 
profits have woven themselves into 
your business: 


Assets 
at End 
of Year 
$18,775 
50 
1,500 


$20,325 


Increase Decrease 


$10,775 
~ 800 

$11,575 
(1) 


Liabilities 
at End 
of Year 
$ 100 
25 


$ 125 


Decrease 
$100 
25 


$125 


(2) 
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Here you have made a simple com- 
parison of your position at the year’s 
end with the position at the beginning 
of the year. You find at (1) that your 
various assets increased by a total of 
$11,575, and at (2) that your debts 
diminished by a total of $125. 


Would you feel that an increase in 
your assets was a profitable develop- 
ment? Would you say that a decrease 
in your liabilities was a profitable 
result? Both are. Hence: 


Total increase of assets 
Total decrease of liabilities . 


. $11,575 
125 


Profit for the year . . $11,700 


This shows you to the dollar where 
the profits have settled themselves. 
If you want to know specifically where 
the profit changes occurred, trace the 
items making up the first two figures 
above. 


In fact, the comparison statement 
is worth a second look. You might 
speculate on possibilities such as de- 
creases in your assets and increases 
in your liabilities. Could there have 
been a profit if such changes had ap- 
peared with those above? There could. 
If there had been only decreases in 
assets and increases in liabilities, could 
a profit show? It could not. What 
happens if there are only increases 
throughout? or only decreases? Find- 
ing these answers is an interesting 
procedure, though not essential at the 
moment. 


At any rate, the comparison you 
made above answers the question: 
“Where is the profit?” It is the only 
method for providing this answer. 


The answer having been found, of 
what use is it? It is not of much use. 
In that case, you may ask, why trouble 
to find the answer? There are a num- 
ber of reasons for doing so. First, 
though the question is superfluous, 
those who ask it often persist in de- 
manding an answer and the foregoing 
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answer is the only one. Second, occa- 
sionally the answer is of some use. 
Now and then, for some special pur- 
pose, the changes in the various assets 
and liabilities are of interest, and they 
may be plotted in this manner. 


However, “Where is the profit?” 
is a question which, except in special 
cases, should not be asked. To ask 
it is, in a manner of speaking, an 
insult to the twins, Action and Re- 
sult. It makes little difference where 
the profit lies specifically, so long as 
it is there. Given Action and Result, 
you can make almost any decision of 
importance. If profits have concen- 
trated themselves too heavily in one 
particular form, Result will usually 
disclose it to you readily. If the 
profits are inadequate, Action will tell 
you so. Profits, as you have seen, are 
reflected in the swelling of your vari- 
ous assets and the shrinkage of your 
liabilities, or both. The precise points 
of change are scarcely required in- 
formation. 


However, from this rather irrelevant 
question, Action and Result get an inter- 
esting idea. They see an opportunity 
to show you something far more use- 
ful to your understanding of them. 
Since they are Siamese twins, they 
are joined together for life. They are 
now about to display one of the fas- 
cinating links which joins them. 


That link is “profits.” You will re- 
call that Action showed you a profit 
of $11,700 (page 246). You will also 
recall that Result showed you total 
assets of $20,325, total liabilities of 
$125 and capital of $20,200 (page 247). 
“Now,” says Result, “I will change 
the arrangement of the figures I showed 
you on page 247, and I will set them 
up like this: 

Assets 


$20,325 Liabilities ..$ 125 


Capital 20,200 
20,325 
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Total $20,325 


Total 





Security is no longer a point 

at which we may hope to arrive 

1 year, 2 years, or 10 

years hence. Security—in the 
modern world—is a condition we must 
maintain each hour of the 
day.—Senator Lyndon B. Johnson. 


“And,” continues Result, “please 
notice that the total on my left side 
equals the total on my right side. It 
is not so by accident. I will prove it 
for you, 


“Suppose I had made an error. As- 
sume that by mistake I showed you 
$8,500 (the capital at the beginning 
of the year—please see page 246) in- 
stead of the correct year-end capital 
of $20,200. Then my setup would look 
like this: 


125 


8,500 
$ 8,625 


. $20,325 Liabilities ..$ 
Capital 
(error) 


Total 


Assets . 


Total 


$20,325 


“Something’s wrong,” says Result. 
“You may not think it important, but 
my two totals must always equal each 
other, for I am an orderly person, al- 
ways working under certain laws. 
(Later I will explain this further.) 
Here my left and right totals do not 
agree. There is a discrepancy of— 
let’s see— 


$20,325 
8,625 


$11,700 


Left side .... 
Right side . 


Difference .... 


, 


“This will never do,” says Result. 
“IT must have my brother’s profit of 


Balance 


Assets 
Cash on deposit 
Cash on hand 
Furniture and equipment 


Total assets 
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$11,700. Otherwise I will be stagger- 
ing along, all out of balance.” 


Of course, Result is right. You have 
agreed that increases in assets and 
reduction of liabilities indicate a profit 
and hence tend to increase capital. 
Since capital is a part of Result’s 
attire, he must include Action’s profit 
in order to show himself on an even 
keel. Without that profit included in 
his capital, he will be out of balance, 
as he showed you. In this way, Action 
and Result are permanently tied to- 
gether wherever you may meet them. 


Action and Result in Disguise 


In your time you have probably 
seen a good many financial state- 
ments. In a general way, you have 
been exposed to them and you may 
have a fair grasp of their functions. 
Yet it is a good guess that one item 
or another has always made you a 
bit foggy. Occasionally, forms or titles 
throw you off balance. 


For certain reasons (and not very 
good ones), the twins Action and Re- 
sult often go under aliases. The chap 
introduced to you as Result, with his 
assets, liabilities and capital, more 
often calls himself “Balance Sheet.” 
When you meet him under this name, 
do not be deceived. He is exactly the 
same. His insides, as you will see if 
you will inspect him, are still assets, 
liabilities and capital. 


When he changes his name, he also 
changes his dress slightly. He will 
look like this: 


Sheet 


Liabilities and Capital 
Consultants, accountants ee: $ 100 
Accounts payable ae % 25 


Total liabilities 125 
Capital ... 20,200 


Total liabilities and capital $20,325 


@© TAXES—The Tax Magazine 





Do not let him confuse you. Dig 
him out of his disguise. Previously 
(pages 247-248) the essential part of his 
dress was subtraction, like this: 


Total assets é 
Total liabilities. .. 


. $20,325 
125 


Capital $20,200 


Under the name of “Balance Sheet,” 
he switches to addition, but uses ex- 
actly the same figures, like this: 
Liabilities 
Capital 


Assets 


Total ....$20,325 Total . 


By appearing that way, he 
achieves what he calls “balance,” that 
is, equal weight (totals) at both left 
and right. It makes him look pretty, 
but it gives you no more than you 
got when he appeared in his first 
dress. Most people are accustomed to 
seeing him as Balance Sheet. They 
like him that way, and will even 
quarrel with you if you prefer him 
in his more simple garb of “assets 
minus liabilities equals capital.” Until 
habits change (and there are some 
who believe they should), you will see 
Result under the name of Balance 
Sheet, and rarely otherwise. But no 
matter what his name or the style 
of his dress, his insides are always the 
same—assets, liabilities and capital. 


You are on the alert, then, for 
changes in Result’s name or in his 
general appearance. What of his cos- 
tume when regarded piecemeal? Most 
business people have heard the word 
“asset.” Probably not one in a hun- 
dred really understands its full mean- 
ing. Just when people think they 
understand, some queer-looking item 
pops up under that heading. 


Highly simplified, the word “asset” 
means everything you have—cash, 
furniture, real estate, goods, machinery. 
What you have may include things 
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that cannot actually be seen or felt, 
such as rights. The right to receive 
money from those who owe it is an 
asset. Again, it may be a mere ad- 
vantage. If, this year, you pay your 
insurance for three years, then, this 
year, you have an advantage consist- 
ing of insurance paid ahead of time 
for two years. All of these—property, 
rights, advantages—are assets. 


“Liabilities” is another word carry- 
ing a hazy meaning. Again over- 
simplified, it means what you owe— 
unpaid bills, unpaid salaries, borrowed 
money. And, again, what you owe 
may include things remote from this 
simple definition. Funds which you 
hold under an agreement to deliver 
something else later place you under 
an obligation. They are liabilities. If 
you are a landlord, you receive rents 
in advance on the first of the month, 
but do not fully earn such income 
until the last day of the month. You 
are in possession of money for which 
you have not delivered a return. It 
is income postponed or deferred to a 
future period, and hence it is in the 
nature of a liability at present. 


The changes in the various shades 
of liabilities do not change their char- 
acter. The changes are more of color 
than of substance. When your ma- 
chinery or furniture wears out a little 
each year, you realize that this is to 
your disadvantage. If you do nothing 
about it until it becomes totally use- 
less, you may find that you have used 
up your profits on other things and 
are left without funds for buying new 
equipment. To avoid this, you make 
provision each year for a part of the 
burden. You do it by tagging a part 
of each year’s profits and restricting 
its use to future replacement of the 
equipment which is wearing out— 
depreciating. Such a restriction is in 
the nature of a liability. 


The remaining important part of 
Result’s anatomy is capital. You know, 
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Law is a regulation in accord 

with reason, issued by a lawful 
superior for the common 
good.—Aquinas, Summa Theologica. 


by now, that capital means more than 
just money. You have also gained a 
general idea of the method for deter- 
mining it. You are now ready to 
reason it out thoroughly, once and 
for all. 


Result has shown you that you own 
certain things, but he also told you 
that you owe certain sums. For that 
reason, your ownership does not rest 
with you alone. Only after you have 
made allowance for your obligations 
is the remainder of your property free 
from claims by others. In this way, 
when you have determined what is 
really all yours, your capital emerges. 
Translating these thoughts into Re- 
sult’s language, you have the formula 
already slightly familiar to you: Total 
assets diminished by total liabilities 
give capital. 


Unlike his brother, Action cannot 
change his form materially, but he 
goes in for name changes. Here and 
there he calls himself “Statement of 
Income, Profit and Loss’—a_ high- 
sounding title. He may announce 
himself as “Operating Statement” or 
“Statement of Operations” or “Rev- 
enue Statement”; or he may endow 
himself with other titles of apparent 
nobility. But he is really a very plain 
individual, and is usually discovered 
in spite of his transparent attempts 
at concealment. Under any name 
whatever, he is easily recognized as 
Action. Once his character is known, 
he cannot hide it from his audience 
by changes of name. He never stands 
motionless, and by that act reveals 
himself. 


Though he cannot change his form 
much, he will try some contortions. 
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He will, at times, divide himself into 
parts and give each separate part a 
name. Fancy cognomens such as 
“Trading Profit,” “Manufacturing Ex- 
pense,” “Gross Profit,” “Cost of Sales” 
and others will be found on Action, 
helping to adorn him elaborately. These 
titles are not necessary for any under- 
standing of his essential nature. He is 
still the same Action, and can never 
be anything else. 


All such disguises used by the twins 
are thin and easily penetrated. You 
will track them down and expose them 
without difficulty, but the chances are 
that few of their tricks will be used 
on you while you are in a professional 
field. As soon as you leave your job 
as business manager of the engineer- 
ing firm and embark on the career of 
a merchant, the twins begin to act up. 
By this time you are thoroughly on 
guard and are prepared to investigate 
coolly any peculiarities they suddenly 
pin on themselves. 


Your work as a merchant prince 
soon involves new activities for you, 
and the twins use this as an excuse 
for new items in their costume. To 
begin with, you now engage in buying 
and selling goods and in “taking stock.” 
You quickly develop a new curiosity. 
You want to know how much you 
paid for your goods and how much 
you can get for them. To give you 
this information, Action comes along 
with a new headdress, something like 
this: 


During the year we sold goods for $50,000 


These goods cost us 


Our gain for the year, before sub- 
tracting our expenses, was ... 


$ 7,500 


Dress these figures in their business 
suits and you have: 


Sales SOOTY Pa, 
Cost of sales . 


Gross profit 
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For the moment, you are not think- 
ing of rent and other expenses; there 
is a more important question in your 
mind. The first and third items above 
are easy enough to grasp, but the 
second, cost of sales, is one of Action’s 
impish tricks. Too often it causes a 
wrinkle of perplexity on the business 
brow, especially if it embraces thou- 
sands of articles sold. How, you ask, 
can the cost of goods sold be arrived 
at if large numbers of pieces are in- 
volved? 


The puzzle can be solved easily. 
First, consider a man who is in the 
diamond business. He could, conceiv- 
ably, sell a single gem for $50,000 
and, in that case, might easily remem- 
ber that the stone had cost him $42,500. 


Instead of a diamond dealer, suppose 
he was a five-and-ten-cent merchant. 
Instead of selling a single item, in the 
course of a year his $50,000 of sales 
disposed of half a million cheap items. 
Trying to arrive at the individual costs 
of these articles and then adding them 
together would promptly render him 
a mental wreck. True, he could keep 
track of the costs, as each item is sold. 
Occasionally this is done, but gen- 
erally it is a prohibitive task involving 
a complex system and very consider- 
able expense. 


Such a procedure is not necessary. 
He can do what most business man- 
agers do—take stock—a plain name 
for making a merchandise inventory. 
Twice a year—perhaps more often—he 
makes a list of the goods in his estab- 
lishment, together with the proper 
value of the various items on the list; 
and by adding all the values, he deter- 
mines how much he has on hand at 
a given date. 


In itself, the inventory he makes 
will not tell him the cost of goods 
sold; but in combination with other 
elements, he can get the answer. Thus: 
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Inventory of goods at the beginning 
of the year .... $19,500 
Add purchases of goods for the year 43,000 


Goods available for sale . 
Subtract inventory at the end of the 


Goods sold (cost value) . 


A good long look at this tabulation 
is well worthwhile. It is a setup 
which will come before you many 
times. It is entirely logical and in- 
volves only ordinary addition and sub- 
traction. The idea is as simple as the 
elementary arithmetic a child uses 
when he begins to count up and down 
on his fingers. The core of the answer 
lies in one simple fact—the goods on 
hand at the year’s end are less (in this 
case) than the goods offered for sale. 
What is not on hand must have been 
sold. His cost of goods sold is $42,500. 
The important word in this is “cost.” 
Sales values never enter into this part 
of the calculation. In the next step 
they do. 


With the help of the figure for sales, 
you can see at a quick glance how 
much profit was earned. Here is the 
picture you get by setting up the in- 
formation you have just gathered: 


. .$50,000 


Sales for year 


Cost of sales: 
Inventory at beginning 
of year : 
Purchases for year 


$19,500 
43,000 


Goods available for sale. 62,500 
Less inventory at end 
of year 20,000 


Cost of goods sold 


Gross profit .. 


Gross profit, of course, means the 
gain on sales without considering rent, 
salaries or other so-called overhead 
expenses. These follow in the com- 
pleted appearance of Action. For the 
moment you are examining only the 
part he is presenting in the foregoing 
bit of fancy headgear. As it stands 
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it is complete and fashionable, and he 
will wear it often. Nevertheless, he 
is still the same nimble actor you 
knew before, easily recognized by his 
dancing gait. You should know him 
instantly, at any distance, when you 
see him wearing his hat. 


Moreover, within his gaudy orna- 
ment lies the other point by which 
his twin relationship with Result is 
established. (Remember, the first link 
is profits.) 


Notice particularly one 


Balance Sheet, 


Assets 


Cash in bank 
Accounts receivable*® .............. 
Merchandise inventory 


Total assets 


Neither of the twins can get along 
without inventory. It is part of their 
lifeblood. It is in the life stream of 
business. It is not strange, therefore, 
to see it given consideration in differ- 
ent places. It is necessary to bear in 
mind only its function wherever it 
appears. Action uses it to help him 
move along on his mission. Result 
displays it merely for its bulk or lack 
of bulk, or for any information it will 
yield in connection with financial 
standing. 


Action and Result 
as a Corporation's Children 


How do you suppose you would 
enjoy having 100,000 partners, all ex- 
pecting to share profits with you? 
There are dozens of such enterprises, 
perhaps hundreds. They generally 
organize for commerce under legal 
rules creating them as corporations. 
One of their outstanding character- 
istics is the facility for admitting 
many partners who call themselves 
shareholders or stockholders. 


*The total due you from customers. 


254 


March, 1959 @ 


gay feather in the hat: “Inventory at 
end of year. $20,000.” His brother, 
Result, uses it without compunction. 
When Result presents himself to you 
at the year’s end, it is self-evident that 
one of the assets he should report 
consists of goods on hand: “Merchan- 
dise inventory. .$20,000.” If Action, 
for his own purpose, shows it to be 
$20,000 on December 31, it cannot be 
anything else when Result needs it 
for his appearance. He now shows 
you the position of your company: 


End of Year 
Liabilities and Capital 
Accounts payable ‘* 


Salaries payable 
Capital 


Total liabilities and capital 


In your modest business you have 
until now shared profits with no one. 
Whatever capital you contributed is 
yours ; if it swells by profits or shrinks 
by losses, you need account only to 
yourself, Action and Result are dressed 
rather simply in your venture and, 
even should you admit one or two 
partners by agreement, they would 
change but little. 


The time comes, however, when the 
twins demand a good deal of new 
finery. When your goods have made 
a name for themselves and the markets 
are excellent, you see tempting oppor- 
tunities to expand. You are convinced 
of the wisdom of opening a dozen 
branches throughout the nation, But 
a dozen branches require funds far 
beyond your financial power. You de- 
cide that you need about 50 partners 
with capital to help. Some of your 
friends will probably join you, but 
they are not numerous enough to 
supply the funds required for such an 
ambitious enterprise. Through your 
business contacts you have heard of 


*The total you owe for goods bought. 
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people in other parts of the country 
who are in your field of work and who 
would, perhaps, join. They, in turn, 
might bring in others, total strangers 
whom you have never seen and per- 
haps never will see. 


Most of these prospective partners 
will not invest enough capital to en- 
title them to any direct part in the 
active management of the new busi- 
ness. Furthermore, most of them will 
not want such jobs. If they join you 
at all, it will be solely to invest their 
money and share in the profits. Hav- 
ing no active part in the management 
and perhaps living in remote places, 
many of them will never see you or 
even see the business. Often they 
will actually forget your name and 
other important facts. They are inter- 
ested only in the safety of their money 
and the return it will bring. They 
will, of course, expect you and your 
active partners to guard their capital 
and share profits with them fairly. 
Above all, they will not invest their 
money with you unless they are kept 
free from any business responsibility 
except the normal risk of investment. 
This important exemption from re- 
sponsibility is granted to investors 
if they put their money into corporate 
business. A million times, more or 
less, you have heard of people “form- 
ing a corporation.” You now do the 
same. 


The legal formalities having been 
attended to, your corporation is creat- 
ed and named. You have communi- 
cated with the prospective investors 
and found 50 of them ready to put 
up money, all in different sums. You 
collect all this capital, amounting to 
$250,000, and give each of your new 
partners a certificate showing his 
share of the investment in the busi- 
ness; you take a like certificate your- 


self, and presto—instead of partners, 


*For accounting purposes, this is a brief 
sketch of corporate form. Legal and financial 
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all of you are now shareholders in a 
corporation.°® 


Having invested more than any of 
the others, you are entitled to run the 
business and be paid for your work. 
At the same time, you assume a def- 
inite responsibility to account to the 
shareholders for the company’s capital, 
to report profits and losses, to share 
profits with all the shareholders ex- 
actly as required by the terms of their 
investment and to provide carefully 
for the future needs of the business. 
These are some of your new respon- 
sibilities. 

These responsibilities, as you read- 
ily suspect, might bring some changes 
in the appearance of Action and Re- 
sult. Consider, for example, your duty 
to provide for the future needs of the 
business. Among others, there is one 
such need which you must provide for 
particularly, if you are to satisfy your 
shareholders. When your corporation 
closes its first year, Action is on show, 
proudly announcing that you have 
fulfilled your duty in that respect. 
You eye his strutting suspiciously, 
and finally you notice one new bit of 
plumage he is straining to show you: 


Sales for the year 
Cost of sales 


Gross profit 
Rent, salaries and other expenses 


127,000 


Profits before providing for depre- 
ciation 
Depreciation 


23,000 
Net profit for year 


“Look, please,” says Action, “at the 
new feather in my cap—depreciation.” 


What is it? How was it computed ? 
Did you actually spend this sum dur- 
ing the year? If not, why is it sub- 
tracted from the year’s profits? If you 


have not asked these questions, many 


aspects, having no bearing on our subject 
are outside the scope of our work. 
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others have asked them and many 
more will ask them. Depreciation has 
been known to cause frequent doubt- 
ful shakings of the head. 


There need be no doubts whatever. 
Equipment wears out—it depreciates. 
Each year its usefulness diminishes, 
until at last it becomes useless and 
must be discarded and new equipment 
must be bought. If resources are not 
restricted from year to year to take 
care of this, the entire cost of replace- 
ment must be raised in the one year 
when the property breaks down. Be- 
cause of this, the cost of doing busi- 
ness in that year will suddenly swell. 
The effects may cause difficulties and 
even disaster. 


For example, the profits of a single 
year may not be sufficient to meet 
the cost of new equipment. The pur- 
chase of equipment must then be fol- 
lowed by debt and interest burdens. 
Again, the profits may be barely suff- 
cient for the sudden replacement 
needs, leaving nothing for disgruntled 
shareholders in that year. Sometimes 
equipment becomes suddenly outmoded 
and inefficient even before normal wear 
and tear make it useless. To avoid 
loss from inefficient operation, it may 
be necessary to replace it before it 
reaches the total breakdown level. 
Suddenly, unusually large sums are 
required for this. All these risks must 
be provided for wisely. 


How? Make an estimate of the 
number of years which the equipment 
will serve, and restrict and retain 
in the business a proportionate part 
of each year’s profits. When the re- 


Balance Sheet 
Cash 


Accounts receivable . 

Merchandise inventory ... 

Plant and fixtures 

Less reserve for deprecia- 
ey oe 
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sources so segregated are sufficient to 
meet the needs, the necessary replace- 
ment can be made without strain. If 
you begin business with an invest- 
ment in plant of $30,000, and if the 
plant has a useful life of ten years, 
you should provide and freeze $3,000 
each year for ten years by subtracting 
that sum annually from earnings be- 
fore arriving at final profits for the 
year. 


You do not actually pay out the 
money each year. But you definitely 
will have to spend it in the future, and 
you must have it ready. The neces- 
sary resources must, therefore, remain 
untouched until they are needed for 
their assigned purpose ; otherwise, your 
shareholders may blast you with criti- 
cism for not providing for emergencies. 
In that sense, your responsibility is 
no different from your obligation to 
pay bills you owe for merchandise. 
Both constitute obligations which must 
be faced, either soon or in the distant 
future. Do not be lulled into negli- 
gence because the need is remote in 
time. 


You can be grateful, then, to Action 
for reminding you of depreciation— 
one of your constant and inescapable 
costs. As he gaily acknowledges your 
gratitude, he drops a hint urging you 
gently to look for depreciation in his 
brother, Result. “Remember,” Action 
announces, “you are not actually pay- 
ing your depreciation debt each year. 
The debt is piling up, and my brother 
wants to remind you of the accumu- 
lated amount as each year ends. Take 
a look at him.” 


at End of Year 


Accounts payable . 
Salaries payable ...... 
Capital (investment) 
Surplus 


Total 
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Nothing is more seductive for man 
than his freedom of conscience. 

But nothing is a greater cause 

of suffering.—Dostoevsky, Conscience. 


Do not let Result’s full array dis- 
tract your attention. You will search 
out two items only. The first is reserve 
for depreciation. To track down this 
newcomer, you look first at plant and 
fixtures, and under this heading find 
that your company owns equipment 
consisting of cice furniture, type- 
writers, accounting machines, delivery- 
room equipment, display fixtures and 
miscellaneous property, all costing 
$30,000 since you began business. You 
have decided that these articles will 
last ten years, losing one tenth of 
their usefulness each year. At the 
end of the first year, then, Result 
appears, carrying the plant and fix- 
tures at an effective, or real, value of 
$27,000, $3,000 having been subtracted 
from the cost. Each year, as Action 
shows you the annual cost of $3,000 
for depreciation, Result will add $3,000 
to his depreciation reserve until, at the 
end of ten years, he will show you 
that the plant and fixtures have lost 
their entire usefulness and must be 
renewed. 


While showing you his reserve for 
depreciation, Result has slipped in one 


of his impish pranks. On the left 
side of his anatomy, where you are 
accustomed to look for assets, he now 
includes reserve for depreciation, which 
is in the nature of a future obligation. 
But if you look sharply, you will not 
be fooled. Notice that he is not adding 
in the $3,000 reserve ; on the contrary, 
he is subtracting it from the $30,000 
for plant and equipment. The effect 
is the same as adding $3,000 to his 
liability side. Occasionally he will do 
something like this, not really to trick 


*In a strict sense, the reserve is not a 
liability, but it is of a similar nature. 
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or puzzle you, but only to keep the 
liability ® near the asset to which it is 
related. 


When you have finished inspecting 
reserve for depreciation, Result gravely 
turns his other side to view, ostenta- 
tiously displaying surplus of $20,000. 
Why does he wear this feather in 
his hat? 


Briefly, it is the accumulation of 
annual profits supplied by Action. 
Look back at Action, and you will 
see the $20,000 profit. Why does Re- 
sult also put it on display? To notify 
the shareholders, your partners, of the 
amount by which their investment has 
increased (or decreased, if there was 
a loss). The profit belongs to them. 
If they so vote, they are entitled to 
have the company pay them $20,000 
as a return on their investment. 


It would not be wise to take it all, 
for if financial difficulties arose, they 
would have to go into their capital to 
meet emergencies. However, they have 
the right to ask for payment, even 
though it is bad policy. 


Incidentally, it really would be bad 
business to take out the entire profit. 
For instance, assume the allowance 
for depreciation had not been made, 
and the plant account is left at $30,000 
instead of $27,000. Because of this, 
proper provision is not being made 
for a future obligation of $3,000. On 
the surface, it is a favorable turn which 
reflects itself in one or more of the 
other accounts in Result. Which? 
Eliminating the obligation does not 
put more money in the bank; there- 
fore, it does not affect cash. Clearly 
it has nothing to do with customers 
or inventory, nor has it any relation 
to your merchandise creditors (ac- 
counts payable) or to your employees’ 
salaries (salaries payable). Only one 
account remains—surplus. It must be 





increased by $3,000 if that sum is not 
included in the reserve for deprecia- 
tion. Surplus would stand at $23,000, 
in that case, instead of $20,000." 


The real (and unfavorable) effect 
now becomes apparent. Suppose the 
stockholders voted themselves pay- 
ment of the surplus of $23,000. They 
would simply and surely strip the 
company of a year’s reserve intended 
to provide a replacement ten years 
hence. 


Such a decision should be guarded 
against. As a matter of fact, if Action 
and Result are properly brought into 
the world, no corporation overlooks 
depreciation, nor will its managers 
sanction distribution of the entire sur- 
plus at any time. They will hold on 





to part of it for a rainy day, even after 
provision for depreciation has been 
made. 


Dress Rehearsal 


Up to this point you have seen the 
twins—now Action, now Result—in 
preliminary rehearsals. On each occa- 
sion they appeared displaying a new 
bit of costume, a feather added here 
or a spangle there—piecemeal addi- 
tions of outfit. 


Your corporation has now been in 
business for eight years. Under indus- 
trious and skillful management, it has 
prospered. To show you how your 
company has fared in its eighth year, 
Action, now in full regalia, makes a 
grand appearance: 


Income and Expense for Eighth Year 


Income 


Sales 
Cost of goods sold: 
Inventory, January 1 


Purchases 
Less inventory, December 31 
Cost of goods sold.. 


Gross profit 


$205,000 
618,000 


23,000 
193,000 


630,000 


$270,000 


Expense 


Rent 

Salaries 

Taxes 

Trucking 

Electricity 

Shipping-room expense . 
Office supplies 

Postage 

Traveling expense 
Insurance . 

Repairs 

Commissions . 
Provision for depreciation 
Provision for bad debts 


Total expenses 
Net profit for year 
*The mechanical proof reveals itself in 


the two totals of $310,500 (balance sheet on 
p. 256), one of which would vary from the 
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$ 15,000 
65,000 
66,000 

3,000 

950 
1,200 
1,000 
1,100 


180,000 
$ 90,000 
other by $3,000 if depreciation were elimi- 


nated without absorbing that sum in some 
other account shown above the total. 
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As you see, Action has puffed out 
a good deal, but except for a little 
more fat, he is the same chap who ap- 
peared so modestly on page 255. 
There he was content to wear, among 
others, two simple words—‘“other ex- 
penses.” Here he drops “other 
expenses,” and instead decks himself 
out with “taxes,” “trucking,” “elec- 
tricity,” “shipping-room expense,” and 
all the rest down to “commissions.” 


Where he showed you “deprecia- 
tion” in his earlier make-up, he now 
shows off with “provision for deprecia- 
tion”—a fancy name meaning exactly 
the same as the former. 


A new feather now dangles in his 
cap—“provision for bad debts”—one 
more attempt to catch you off guard. 
By this time, however, you are not 
so easily puzzled and you have formed 
the habit of looking more sharply at 
his attempted disguises. 


“Provision for bad debts” almost 
shouts its meaning. It tells you plainly 
that some of your customers will fail 
to pay their bills. You may not know 


in advance who they are or how much 
this loss will be, but you know from 
experience that there will be some 
loss. One way or another, you can 
determine approximately how much 
the aggregate will be. This type of 
expense is called “bad debts.” Action 
is here showing you how much he 
expects it will be for this particular 
year. 


You need never allow him to throw 
you off balance. Again and again he 
will change his garb in spots or add 
bits here and there. Perhaps it is 
income from purchase discounts. Then 
he will come with expense of sales 
discounts, or income from interest and 
dividends, or expense of freight. Per- 
haps he will show you income from 
rent, or expense of stationery and 
printing, or income from royalties, 
etc.; but always he is Action in every 
part of his dress, no matter what its 
new shape or color. 


His twin brother behaves the same 
way. When he comes out in full dress, 
he is full of the same tricks, Look 
closely at Result on dress parade below. 


Balance Sheet at End of Eighth Year 


Assets 
Cash on deposit $ 83,800 
Accounts receivable 
Less reserve for bad 


(Sapa 7,200 


$150,000 
142,800 


Merchandise inventory 

Plant and fixtures 

Less reserve for de- 
preciation 


250,000 


51,900 
1,500 
$530,000 


Prepaid insurance 


Total 

As in the case of Action, most of 
Result’s business clothes will look 
familiar. From cash down to reserve 
for depreciation, there is nothing new 
in his suit; but prepaid insurance is a 
new touch. As a careful business 
executive, you pause here to inquire. 
In reply, Result reminds you that you 
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Liabilities and Capital 


Notes payable to banks 

Accounts payable 

Accrued. salaries and expenses 
payable 

Accrued taxes payable 

Accrued interest payable 

Capital stock $250,000 

Surplus 73,000 


$ 30,000 
102,500 


14,000 


60,000 
500 


Net worth . 323,000 


Total 


$530,000 


have insured your merchandise and 
other property against casualties, and 
that you found it economical to buy 
the insurance for three years instead 
of for one. By so doing, you obtain a 
lower annual cost, or premium. The 
cost of such insurance for three years 
—the year just ended plus the next 
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They (corporations) cannot commit 
treason, nor be outlawed nor 
excommunicate, for they 

have no souls.—Sir Edward Coke. 


two—is $2,250. The two future years 
thus are covered by insurance paid 
before the required time, leaving those 
two years free from cash drains for 
this purpose. Such advance payments 
are an advantage readily measured in 
money. It would hardly be fair to 
leave the entire three-year cost in one 
year and none at all in the two ensuing 
years. That is why Result says: “Insur- 
ance for three years is $2,250, which 
makes $750 for one year. For two 
years in advance, it is $1,500. Here 
it is—‘Prepaid insurance—$1,500’.” 


Another new ornament worn by 
Result is “notes payable.” With this, 
Result tells you that your company 
borrowed funds temporarily to tide 
your business over the buying peak. 
Notes payable are the formal legal 
papers given to the bank as evidence 
of the loans to your business. 


You examine Result further. You 
recognize accounts payable from a 
previous introduction as the total 
amount owing to creditors for mer- 
chandise. Next your eye falls on 
accrued salaries and expenses payable, 
and perhaps you pause once more. 


Ever obliging, Result explains: 


“When December ended, the com- 
pany owed its employees wages for 
three days of the final week. This is 
because payday is on Saturday and 
the thirty-first of December fell on 
Wednesday, leaving unpaid wages for 
that day and the thirtieth and twenty- 
ninth,” ‘ 


Similarly, when the company’s bill 
for electricity arrives (usually not 
until after the close of the year), part 
of it is found to be for current con- 
sumed in December, and that part was 
unpaid at the year’s end. The same 
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reasoning applies to the telephone ac- 
count and to all other bills (excluding 
merchandise bills) which bear items 
applying to the year. Included also 
are any known expenses unpaid when 
the year closes, though bills for them 
have not been received. All of these 
together total $14,000. Result presents 
them as “accrued salaries and expenses.” 


That fancy piece of gear which Re- 
sult calls “accrued” means simply 
“increase.” When a year closes, there 
are usually obligations which, for one 
reason or another, the books do not 
state. Since Result must show all 
liabilities, recorded or unrecorded, he 
must increase his liabilities with an- 
other item for the unrecorded obliga- 
tions. These are the accrued liabilities. 


Other debts are accrued on Result 
in similar style. The next one you 
notice is accrued taxes payable. Like 
other companies, your corporation feels 
the heavy hand of taxation. Here Re- 
sult is showing you that the tax col- 
lector will take $60,000 due him for 


the year. 


The last of the new adornments 
on Result is a liability called accrued 
interest payable. Having borrowed 
funds, your business naturally pays 
interest. The date for paying interest 
had not arrived when Result appeared 
on December 31. At the latter date, 
nevertheless, a certain amount of in- 
terest had accumulated against your 
company. Result says it amounts 
to $500. 


Having displayed your assets and 
liabilities, Result now proudly shows 
you how much your business is worth. 
You notice, with satisfaction, capital 
stock of $250,000 and surplus of 
$73,000. Both together, $323,000 be- 
long to the stockholders, and the two 
accounts are called, collectively, net 
worth. Stated another way, it means 
that the owners of your company 
would have $323,000 for themselves 
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if everything were turned into cash 
and all debts were paid. Individually, 
Result has introduced capital stock 
and surplus at a previous appearance, 
and you quickly recall that $250,000 
is the original capital and that surplus 
of $73,000 is the accumulation of an- 
nual undistributed profits (less losses) 
since the business was started as a 
corporation. 


Satisfied with the splendor of his 
show, Result now bows out, leaving 
you to mull over the performance. 
Like his brother Action, Result can- 
not wear all his costumes at one time. 
The assets and liabilities he presented 
are those appearing frequently on 
financial statements. Each time he 
appears he may wear something new. 
Perhaps it will be promissory notes 
from customers—an asset called “notes 
receivable” or perhaps a liability called 
“mortgage payable,” indicating that you 
have borrowed money on a mortgage. 
It may be an asset known as “invest- 
ments,” showing that you have put idle 
funds to work earning a return; or 
land—an asset—on which you have 
constructed buildings—another asset ; 
or mortgage bonds payable—a liability 
in general like a mortgage except that 
the money is owed to a group of indi- 
viduals, the bondholders, instead of to 
one person; or good will—an asset 
indicating that many years of good 
management have added a certain 
extra value to your business property ; 
and so on, almost endlessly. But 
always he is only Result in all his 
attire, no matter what its hue or style. 





Types of Business Forms 


In making the acquaintance of Ac- 
tion and Result, you have noticed, in 
passing, that business organizes itself 
in varying forms. Aside from the fact 
that business people should know 
something about the desirability of 
one form or another, an intelligent ap- 
proach to financial statements requires 
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a general understanding of the forms 
taken by business companies. 


On page 255, where you took in 50 
partners, or stockholders, one type of 
business organization was briefly men- 
tioned. There are three popular forms 
in which business organizes: (1) sole 
proprietorship, (2) partnership and 
(3) corporation. 


You should be warned, first, that 
these are not the only forms in use 
and, furthermore, that there are even 
variations of these. These are, how- 
ever, the most widely used. You 
should also keep in mind that each 
has legal aspects which are important 
enough to inquire about, but which 
have no place here in connection with 
the understanding of financial state- 
ments. 


Sole Proprietorship 


The simplest form of activity is the 
sole proprietorship, which, as the name 
clearly implies, is a business owned 
by a single individual. In this type of 
business there are no complicating 
agreements requiring division of 
profits with anyone. Whatever profits 
are earned belong to you alone as the 
sole owner. Whatever losses are sus- 
tained must be borne by you alone. 
If you pay yourself a regular salary 
to be treated as part of business ex- 
penses, your profit will be so much 
less—a procedure akin to taking 
money from one pocket and putting it 
into another. 


When Action meets you in a sole 
proprietorship, he need make no spe- 
cial disposition of profits. He just 
shows the income and subtracts the 
expenses, and what is left is profit. 
That profit belongs entirely to you— 
the sole owner. When Result ap- 
pears, he is equally modest. He shows 
the assets and subtracts the liabilities, 
and what is left is capital. That cap- 
ital belongs to you alone. 
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Partnership 


From the moment you give up sole 
control and take a partner, or per- 
haps several partners, complications 
arise. Your form of organization 
changes slightly. At the outset you 
must agree on whether fixed salaries 
are to be paid to partners and whether 
such salaries are to be subtracted 
from profits before dividing them. 
Finally, you must agree on how these 
remaining profits are to be divided. 


These new factors bring a change 
in Action’s appearance in portraying 
partnership activities. If the partner- 


Profit before deducting partners’ salaries 


Less partners’ salaries: 
Yours 
Your partner’s 


Profit after deducting partners’ salaries 


Under the partnership agreement, 
you are entitled to half of the remain- 
ing profits, or $4,500. Your partner is 
entitled to the other half. 


The twin brother, Result, will not 
be altogether happy unless he reflects 
this division of gains, in whatever 





Capital at beginning of year 
Profit at end of year (as above) 


Capital at end of year 


To impress you properly, Result 
now shows you what your capital ac- 
counts would look like if your part- 
nership agreement allowed no salaries 
to partners, but permitted merely that 
profits and losses be shared equally. 





Capital at beginning of year 
Profit at end of year ..... 


Capital at end of year . 
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ship agreement provides a salary for 
eaca partner, with profits to be di- 
vided afterward and with losses to be 
borne in the same degree as profits 
are divided, Action naturally wants 
to show exactly what takes place. 


Assume that you are in business 
with a partner, that you are to have a 
salary of $5,000 per year and your 
partner is to have a salary of $2,000 
per year, and that thereafter profits 
or losses are to be shared equally. 
After giving you the usual informa- 
tion concerning sales, expenses, etc., 
Action would show you this at the 
year’s end: 








$16,000 

$5,000 
2,000 7,000 
$ 9,000 


manner it may affect him. After list- 
ing the assets and liabilities as usual, 
he will show you something new. On 
the assumption that your joint capital 
was $11,000 when the year began, 
this, in substance, is what Result will 
show you, although his arrangement 
of the figures may differ: 























Your 

Yours Partner's Total 

$ 6,000 $5,000 $11,000 

4,500 4,500 9,000 

$10,500 $9,500 $20,000 
Above you find Action showing 
“Profit before deducting partners’ 
salaries . . . $16,000”; since, in the 


following case, there are to be no 
partners’ salaries, the profit to be 
allocated is also $16,000. Here are the 
effects on Result: 











Your 
Yours Partner's Total 
$ 6,000 $ 5,000 $11,000 
8,000 8,000 16,000 
$14,000 $13,000 $27,000 
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It is not necessary to puzzle over 
the difference in these figures com- 
pared to those shown previously by 
Result. It is sufficient to know that 
the absence of salaries to partners 
affects the individual capital accounts 
and the total capital. Compare the 
closing capital accounts in the case 
above to the one just before it. So 
much, then, for the effect of a part- 
-nership on Action and Result. 


Corporation 


Leaving partnerships, Action and 
Result behave with certain marked 
differences in representing corpora- 
tions. To begin with, they will not 
concern themselves with salaries of 
partners or capital of partners, for 
there are no partners, in the strict 
sense of the term, within corporations. 
Everyone, including the so-called 
working partner, is an employee of the 
corporation, a peculiar contraption 
whose basic characteristics must be 
understood. 


Imagine, if you can, a set of legal 
papers and sundry documents into 
which the magic of life is breathed 
by a powerful goddess. She thus cre- 
ates a person having, generally, the 
same powers and responsibilities as 
an ordinary human being in business. 
In one respect she actually gives her 
offspring supernatural power. She 
makes it perpetual. She allows it a 
name and the right to make contracts 
in that name and the power to go to law 
against others; to borrow money or 
lend it; to be responsible for its debts ; 
to defend itself at law; and to buy, sell, 
hire, fire and to do practically any- 
thing that any business person has 
the right to do. That is a corporation, 
and the goddess is “Law.” 


Such a being obviously stands by 
itself in business, entirely apart and 
distinct from its legal owners and 
executives, exactly as if it were an 
artificial creation—which is actually 
what it is. It earns income, hires em- 
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ployees from president down to office 
boy, pays their salaries and meets 
all other expenses; what is left is 
profit. That profit belongs to the 
stockholders, who, in that respect, 
take the place of partners in a part- 
nership. 


Consequently, Action, when he pic- 
tures corporate activities, has no part- 
ners’ salaries to exhibit. Look him 
over as he appears on page 255 or 
on page 258. Notice that salaries, all 
salaries, have been subtracted long 
before profit has been determined. If 
profits are to be distributed, there is 
no question as to how. Each stock- 
holder will share in proportion to the 
part he owns. 


Result, as you already know, bears 
a distinctive mark—surplus—in his 
corporate exhibit. No longer, as in 
partnerships, may he lump his profits 
into one figure with capital. His 
corporation “boss” has a duty to keep 
intact the capital originally invested, 
and Result must show such capital 
unadulterated by profits or losses. 
Accumulated profits appear as surplus. 
If there are no profits but only losses, 
they appear as deficit. If and when 
stockholders receive some of the 
profits (by payments called divi- 
dends), surplus diminishes  corre- 
spondingly. 


Climaxing his efforts to please, 
Result now tries to give you a con- 
densed picture of capital and accu- 
mulated profits as they might appear 
on the financial statements of all three 
types of business organizations—sole 
proprietorship, partnership and cor- 
poration. The assumed figures for cap- 
ital and profits at the opening point 
are already familiar to you. Bear in 
mind carefully that the figures are 
not for the same enterprise in a dif- 
ferent business form. They are for 
three different ventures, each doing 
business in a form different from the 
other two: 
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Sole Pro- Partner- 
prietorship ship Corporation 
(1) Capital at beginning of period.... $ 8,500 $11,000 $250,000 ola 
(2) Profits ES a 11,700 9,000 ery $20,000 
(3) Capital at end of period 20,200 20,000 250,000 ee. 
(6): Surplee (eetpornte erehts).. 5 SRR See. 20,000 
(5) Distribution of profits... 3,000 5,000 8,000 
(6) Capital, after distribution of profits.. $17,200 $15,000 $250,000 : 
(7) Surplus after distribution of profits $12,000 


Notice that the capital of the sole 
proprietorship changes with the han- 
dling of profits; the same is true of 
the partnership. But in the corpora- 
tion the capital remains unchanged. 
Its profits are handled without regard 
to the capital. 


At some time in their careers, most 
companies face losses—an unpleasant 
thought but a realistic one. Look again 
at Line 2 above. Suppose a loss of 
$10,000, instead of a profit of $20,000, 
appeared under “Corporation.” What 
would be the effect further down in 
the “Corporation” column? It would 

















be an interesting exercise to change 
the figures on Lines 2 and 5 to suit 
your fancy and determine the effects 
on Lines 6 and 7. 


Action and Result are the pictorial 
representation of your business finances. 
Action gives you the picture as a 
pageant and Result more as a panorama. 


The first will give you a stately 
parade and the second a quiet view, 
and by these traits they are easily 
recognized. Meet them often and learn 
to know them. They will serve you 
well. [The End] 


GLOSSARY 


The following are some, but not 
all, of the account titles found in state- 
ments of assets and liabilities, together 
with a few seen in statements of in- 
come and expense. Income and ex- 
pense accounts, as a rule, bear titles 
so simple as to make their meaning 
unmistakable. 


The explanations are intended to 
give a general grasp cof the topics. 
No attempt is made to include the 
technical refinements required for pro- 
fessional accountants. 


Accounts payable.—“Payable” means 
that which may or should be paid. 
Accounts payable are the amounts a 
business owes (generally without se- 
curity) to its trade creditors. The 
term indicates possession of the privi- 
lege, acquired by reputation, of buying 
on credit. Accounts payable do not 
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include borrowed money or other ob- 
ligations of a business. These are 
given different headings. 


Accounts receivable.—‘‘Receivable” 
means that which may be received. 
Accounts receivable are amounts owing 
to a business by its customers or other 
trade debtors, as distinguished from 
amounts to be recovered from loans 
or advances of money. Ordinarily no 
security or similar assurance is held 
to insure receiving payment. Only 
the customer’s credit standing or repu- 
tation supports the debt. 


Accrued.—“Accrue” means to in- 
crease. Accrued salaries are salaries 
which are owing to employees who 
have not been paid on the date of 
the financial statement because pay 
day has not arrived. Hence, the re- 
corded obligations must be increased 


TAXES —The Tax Magazine 








to include the unpaid salaries for a 
partial pay period. To state it another 
way, the figures given by the account- 
ing records must be increased to in- 
clude not only salaries which have 
been paid but also salaries unpaid and 
owing to employees. Accrued com- 
missions (or any other expenses) 
similarly are obligations which have 
been incurred up to the date of the 
financial statement but of which there 
is no accounting record because the 
time for payment has not arrived. 


Bad debts.—The expense caused by 
customers who meet with business 
reverses and fail to pay their debts. 
When the exact amount of such fail- 
ures is known they are listed as bad 
debts. It is frequently the practice 
to estimate the amount of bad debts, 
in which case the caption is more 
accurately called “provision for bad 
debts.” (See below.) 


Balance sheet.—In a broad sense, 
the same as a statement of assets and 
liabilities. 


Capital stock.—This term applies, 
in the main, to corporations. It is the 
name given to the property (consist- 
ing of money, goods or other value) 
which a corporation acquires as cap- 
ital. Those who invest receive stock 
certificates as evidence of their invest- 
ment. See “preferred stock” and “com- 
mon stock.” 


Cash.— Money of any kind, not just 
currency. It includes checks. When 
deposited in a bank, it is cash on 
deposit or cash in banks. 


Cash on hand.—Sometimes called 
“petty cash.” It is currency kept con- 
veniently at hand to pay obligations 
which are usually too small to require 
a check. 


Common stock.—First see “capital 
stock.’”’ Many investors are willing to 
assume greater risks if eventually 
there is a possibility of correspondingly 
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greater income. Those who buy the 
common stock of corporations take 
the chance of receiving little or no 
income in any one year, depending on 
how large the company’s profits are 
and whether or not other groups of 
stockholders (see “preferred stock”) 
have special privileges. On the other 
hand, common stockholders usually 
have the right to share income, with- 
out any specified limit, in any profits 
remaining after special privileges of 
other groups of stockholders have been 
satisfied. Numerous other features or 
rights are frequently possessed by 
common stock. 


Deferred charges or deferred ex- 
penses.—The difference between de- 
ferred charge and deferred expense 
is SO narrow as to make an explana- 
tion of little value. On a balance sheet 
the effect of both is the same. “De- 
ferred” means postponed. A deferred 
charge is one paid before the time 
required. It is postponed in the sense 
that the expense, though paid now, 
is one which is chargeable to a future 
year. Hence, it constitutes an advan- 
tage in the present and is listed among 
assets. 


Deferred income.—Income received 
before it ts earned. It is postponed 
in the sense that it is received for 
goods or services to be delivered or 
performed in a future year, only then 
becoming actual income. Hence, when 
received, it carries with it an obliga- 
tion assumed by the recipient. On a 
financial statement it is presented 
among the liabilities. 


Depreciation.—The amount by which 
property loses value because of use. 
As a rule, the amount of depreciation 
is determined once a year and depends 
on the number of years of useful life 
of the property and its cost. 


Dividends payable. — “Dividend” 
means something to be divided. That 
something, in corporate business, is 
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profit. When a corporation divides 
profits among its stockholders, it is 
paying dividends. Corporations usually 
“declare” or formally announce that 
they intend paying a certain dividend 
on a certain date. Such an announce- 
ment becomes a debt payable (to be 
paid) to the stockholders on the speci- 
fied date. The word “dividend” is used 
exclusively by corporations. 


Good will—In the strict sense of 
the term, the special asset value ac- 
quired by a company because of good 
management, resulting in profits greater 
than those earned by other companies 
in the same field. In practice, the 
term is often used more loosely. Long 
establishment and prominence are 
sometimes used, more or less arbi- 
trarily, as the basis for valuing good 
will. Some special feature of a busi- 
ness contributing abnormally to its 
earning power occasionally serves as 
a basis. It is a highly nebulous asset. 
Adverse circumstances can thin its 
value suddenly and drastically. For 
this reason, “good will” frequently 
appears on balance sheets, valued at 
$1. In such cases the intention is to 
notify the reader that good will exists 
in the business, but that the assets 
have not been stuffed with something 
of a doubtful or swiftly changing 
character. 


Inventory.—Goods, wares, merchan- 
dise—in general, the stock in trade 
of a business. It may be textile goods. 
It may be lumber. It may be stocks 
and bonds. Inventory is the value of 
such wares owned on any particular 
date. 


Investments.—The mortgages, stocks 
or bonds bought with company funds 
to earn interest or dividends, 


Land.—Normally, the land on which 
the company plant is located, or land 
which the company uses or intends 
using for business. It is shown sepa- 
rately from the buildings because the 
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latter are subject to depreciation from 
Land is not depreciable. 


use. 


Notes payable.—“Payable” means 
that which may or should be paid. 
Notes payable are obligations the evi- 
dence for which consists of papers 
called “promissory notes” given by a 
person owing a debt to another. Notes 
have definite legal characteristics. See 
“notes receivable” for “promissory 
notes.” Observe that the person giving 
the note in acknowledgment for a debt 


enters it on his books as “notes pay- 
able.” 


Notes receivable.—For one reason 
or another, it is sometimes desirable 
(in some industries it is customary) 
to obtain a formal, written acknowl- 
edgment of a customer’s debt. Such 
a paper, when it meets specific legal 
requirements, is called a “promissory 
note.” These are grouped under the 
title of “notes receivable” by the per- 
son entitled to receive payment. (“Re- 
ceivable” means that which may be 
received.) There are numerous ad- 
vantages to notes. Ordinarily, their 
form permits the holder to borrow 
on them, and the borrowing can be 
done more readily than without such 
a note. Asa rule, but not necessarily, 
they also bring interest to the lender. 
It should be clear that when a cus- 
tomer gives a note for his debt, the 
circumstances are somewhat different 
from those surrounding an ordinary 
book account without notes. When 
the note is received, the customer’s 
book account is canceled and the note 
receivable takes the place of the ac- 
count receivable. Business people 
should familiarize themselves with 
the legal aspects of promissory notes, 
mentioned above. 


Patents.—The ownership of a pat- 
ent brings with it certain rights granted 
by law, and these rights frequently 
have a measurable money value. Such 
value represents an asset properly 
presentable on a financial statement. 
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However, in business it is considered 
conservative practice to keep down 
the value of patents appearing on a 
statement. Hence, they will frequently 
be carried at a nominal value in the 
same manner as good will. 


Petty cash.—See “Cash on hand.” 


Plant and equipment.—Buildings, 
machinery, tools, furniture, fixtures, 
trucks, etc.—in general, all equipment 
owned for the receiving, storing, proc- 
essing and handling of goods or the 
rendering of services. (Land is kept 
separately—even the land on which 
factory or office buildings stand.) 

Preferred stock.—First see “capital 
stock.” Recognizing that some inves- 
tors want reasonable assurance of re- 
ceiving moderate and steady income 
rather than income fluctuating between 
high and low extremes, corporations 
issue preferred stock. The effect, usu- 
ally, is to give the investor in pre- 
ferred stock the first right to share 
income (dividends), investors in other 
kinds of stock (see “common stock’’) 
having the right to share income only 
after the preferred stock has had its 
assigned share of the income. In re- 
turn for the preference so granted, 
preferred stock is usually limited to 
a fixed rate of return, It can never 
have more than the rate specified— 
4 per cent, 5 per cent, 6 per cent or 
whatever rate is agreed upon. There 
are exceptions, however, brought about 
by special arrangement. Preferred 
stock may have numerous other privi- 
leges or preferences. 


Prepaid insurance.—If insurance is 
bought for one year, it is a cost for 
that year alone. However, insurance 
is often taken for extended periods— 
two, three or five years. In that case 
the cost for the future years is being 
paid ahead of time. In the current 
year, therefore, there is an advantage 
which is treated as an asset. 


Financial Statements Simplified 


Provision for bad debts.—First see 
“bad debts.” Under certain circum- 
stances it is customary or desirable 
to use an approximate sum instead 
of the actual amount of bad debts. 
Where bad debts are provided for by 
an approximation, the caption is “pro- 
vision for bad debts.” 


Provision for 
“Depreciation.” 


depreciation.—See 


Reserve.—The theory involved in 
the subject of reserves, as used in ac- 
counting, is a topic requiring study 
and constant use if it is to be thor- 
oughly understood. However, if a few 
simple points are borne in mind, it is 
possible to acquire understanding suf- 
ficient to read a financial statement. 
As used in a financial statement, the 
word “reserve” must be carefully sepa- 
rated from its ordinary meaning. As 
commonly thought of, apart from 
financial statements, a reserve is re- 
garded as a fund of a fixed amount, 
specifically earmarked and kept intact 
for a future need or emergency. This 
conception rarely applies to a reserve 
in a financial statement. Except for 
special cases, accounting reserves do 
not consist of a set sum of money kept 
in a particular fund to be fed out as 
needed. As found in financial state- 
ments, a reserve is best understood by 
examining (1) its function and (2) its 
effect: 


(1) A reserve informs the reader of 
a probable or known shrinkage in the 
value of one particular asset. For 
example, where customers owe $10,000, 
and $200 of this is considered doubtful 
of collection, the condition of the ac- 
count is stated: 


Accounts receivable 
Less reserve for doubtful accounts 


$10,000 
200 


$ 9,800 


Accounts receivable, net 


The foregoing reserve indicates an 
expected shrinkage of $200 in the value 
of a single asset—accounts receivable. 
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(2) Instead of involving only one 
asset, a reserve may inform the reader 
of a general contraction of value in all 
assets because of some contingency 
whose nature is unrelated to any one 
asset. This type of reserve is illus- 
trated by the provision made for 
corporation income taxes. Such taxes 
frequently must be estimated far in 
advance of the payment date. Since 
the reserve cannot be attributed to 
any particular asset, it is stated near- 
est the account affected by it: 


.....$ 5,000 


Reserve for income taxes 
Surplus 


It will be seen at once that this re- 
serve appears with surplus on the 
liability side in contrast to the reserve 
for doubtful accounts, which appears 
with the assets. The explanation for 
this has a direct bearing on the effect 
of reserves. It will be recalled from 
the text that surplus is the account 
which states the accumulated undis- 
tributed profits available to proprietors. 
Consequently, the reserve for taxes, 
when set up near surplus, indicates 
that a part of the accumulated profits 
(surplus) had to be restricted to meet 
the tax contingency of $5,000. If the 
contingency did not exist, the surplus 
above would have been $105,000, leav- 
ing the owners free of the tax item. 
The effect of the first example (re- 
serve for doubtful accounts) is exactly 
the same even though stated on the 
opposite (asset) side of the statement. 


If the reserve was not required, the 
value of the accounts receivable would 
be stated at the full $10,000 instead of 
$9,800, and, through the machinery of 
bookkeeping, surplus would automati- 
cally be $200 greater. 


In summary, when reserves are cre- 
ated, (1) their function is to inform 
the reader of a lessening in the assets 
and (2) their effect is to reduce or 
hold down surplus either by deduction 
from assets or by addition to the liability 
side of a financial statement. 


Surplus.—Briefly, the account show- 
ing the results of a corporation’s 
activities since its beginning and sum- 
marizing the accumulated undistributed ° 
profits and the losses of all years. It 
states the amount which is divisible 
among the owners, or stockholders, as 
profits remaining available for distri- 
bution. While surplus will be seen 
now and then in varying forms, its 
chief characteristic is that described 
above. Occasionally, the simple “sur- 
plus” will be seen as “earned surplus.” 
At times a financial statement will 
also show a “paid-in surplus” and 
some others of a special character. 
While these differ from simple surplus, 
they are only variations of it. When 
specially labeled, surplus may not be 
available for division among stock- 
holders. However, if the fundamental 
significance of surplus is understood, 
its various meanings are readily found 
upon inquiry. [The End] 


STATE WITHHOLDING MAKES ADVANCES 


On February 15, Massachusetts employers commenced 
general withholding of state income taxes from employees’ 
wages in accordance with a law passed just nine days previous. 
The new law, Chapter 17, Laws 1959, calls for withholding at 
a rate of approximately 3 per cent, after exemptions. 

Neighboring New York is considering an administration- 
sponsored withholding system patterned after the federal 
system. Withholding would go into effect April 1, with rates 
temporarily hiked 33% per cent to collect a full year’s tax in 
nine months. Taxes on 1958 income would be forgiven. 
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INVOLUNTARY SERVITUDE AND THE STATE— 
Continued from page 224 


within its spirit, a case of involuntary 
servitude. The law is perfectly well 
settled that the first 10 amendments 
to the constitution, commonly known 
as the ‘Bill of Rights’, were not in- 
tended to lay down any novel princi- 
ples of government, but simply to 
embody certain guaranties and immu- 
nities which we had inherited from 
our English ancestors, and which had, 
from time immemorial, been subject 
to certain well-recognized exceptions, 
arising from the necessities of the 
case.” 


The language of the amendment is 
taken almost word for word from the 
language of the Northwest Ordi- 
nance, which had been framed in 1787. 
While the ordinance was effective in 
barring slavery from Indiana and 
other territories of the Northwest, 
nevertheless, there was no question of 
abolishing slavery, which was one of 
the problems underlying the Thir- 
teenth Amendment. Moreover, as we 
point out elsewhere, involuntary serv- 
itude is permitted as a punishment for 
a crime but any other involuntary 
servitude is forbidden, apart from 
slavery. Clearly, the use of such lan- 
guage was intended to ban not alone 
slavery, and other shades and condi- 
tions of it, but any enforced labor. 
If punishment for crime were consid- 
ered comparable to slavery, the use 
of the term “involuntary servitude” 
would not need to have been used. 
Hence, its use indicates the aim to 
forbid all compelled labor, from chat- 
tel slavery to every lesser degree. 


Such burden as is here imposed by 
the withholding requirement is of 
most recent origin and not one of 
those which have, from time imme- 
morial, been treated as exceptional. 


“ Cited at footnote 4. 


Involuntary Servitude 


The Indiana court also cited Butler 
v. Perry,** which concerned the re- 
quirement that citizens do a certain 
amount of work on the public roads. 
As noted above, there are certain 
recognized duties, which the Supreme 
Court listed and which the Indiana 
court set forth, saying: 


“No case arising in the Northwest 
Territory or under the Thirteenth 
Amendment has ever held, ‘that serv- 
ices which the individual is by statute 
required to give to the state, either 
in his personal or official capacity, 
such as services in the army, militia, 
jury service, road building, and the 
like, come within the language of the 
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Thirteenth Amendment’. 


This language is taken from Crews 
v. Lundquist.** 


Admittedly, the state has the right 
tc compel these duties, for they are 
ones which from time immemorial 
have been treated as exceptional and 
which were recognized at the time the 
federal Constitution and the state con- 
stitutions were adopted and amended. 
However, this category is very limited 
and, when the federal Constitution 
and the state constitutions were adopted, 
certain acts, which had been the sub- 
ject of severe abuse by the English 
government, were named as being 
forbidden ; obviously, however, not all 
were named, as the Tenth Amend- 
ment made clear that certain duties 
and rights were reserved to the states 
and to the people. Such duties as the 
withholding provisions—requiring the 
employer to collect taxes from em- 
ployees—were still unborn in the mind 
of some legislator seeking desperately 
for a device which might provide ad- 
ditional minima of income at the 
expense of the taxpayers to support 


* Cited at footnote 5. 
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the excessive demands of those who 
believe that the state has the duty 
to care for the citizens’ every need. 
Such requirements are opposed to the 
concepts of the framers of the Con- 
stitution, who considered the state our 
servant and that such views threaten 
the freedom of the citizens. 


We have previously pointed out, in 
a footnote, that Crews v. Lundquist— 
which arose when a lower court had 
denied the public administrator cer- 
tain fees as administrator in categories, 
which the Illinois Legislature had 
required by statute that he, as a public 
official, perform and for which he was 
to receive no additional compensation 
—held: 


“It may be further observed that 
while the public administrator, if he 
accepts and retains the office, is under 
the act required to discharge certain 
duties for which he receives no com- 
pensation, yet there is nothing in the 
act which compels him to continue in 
service as public administrator when 
in his judgment the position is no 
longer profitable to him. He has the 
right at all times to resign the office. 
He may not be compelled to serve 
against his will.” 

That was obviously a different situa- 
tion, for there the public administra- 
tor was a public official subject to the 
legislative will as to his duties. If the 
public administrator does not want to 
work for the state, he does not have 
to. In the case of the employer re- 
quired to collect the tax from his 
employees, he is not an employee of 
the state, yet he has no choice as to 
performing the duty, but is subject 
to the compulsion of threatened im- 
prisonment. 

The Indiana court then cited State 
ex rel. Arn v. State Commission of 
Revenue and Taxation.*° There the 
Kansas Supreme Court held that a 
statute requiring vendors of motor 

“ Cited at footnote 43. 
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fuels to collect the tax and to make 
the tax returns without compensation, 
does not subject the vendors to in- 
voluntary servitude: 


“It is generally recognized that an 
individual may be required to give 
services to a state without compensa- 
tion Crews v. Lundquist... .” 


Here, again, we have a misuse of 
this decision, comparing the function 
of a private businessman to that of 
an employee of the state. Does this 
suggest the reaching out of govern- 
ment to treat every citizen as an 
employee of the state? 


In this particular case, we have the 
collection by the vendor of the tax 
at the time of the sale. That is en- 
tirely different from the situation where 
the employer is required to be the tax 
collector in a completely separate trans- 
action. The requirements that the seller 
collect the tax on a sale goes back to 
early times, and perhaps can be justi- 
fied, as we have noted above, because 
if the seller does not collect the tax, 
no one can. The state has satisfac- 
torily collected the income tax through 
its own employees without the im- 
pressment of employers into service. 
The Indiana court said: 


“If a statute compelling the collec- 
tion of motor fuel tax is not in viola- 
tion of the constitutional prohibition 
against slavery and involuntary servi- 
tude, then it would seem logically to 
follow that a statute compelling the 
collection of withholding of gross in- 
come tax by employers would not 
violate such provision.” 


We have discussed the difference 
between the collection of the sales or 
use tax by the vendor and the collec- 
tion by the employer from his em- 
ployees of the income tax which they 
owe. It appears that the court’s effort 
to compare or identify the two reveals 
a misunderstanding of what the two 
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statutes require or a scrambling by 
the court for a reason to support the 
statute. 


The Kansas court, in Arn, said 
further: 


“Indeed, it is a common practice, 
both for the Federal government and 
for the state, to call upon citizens to 
perform some service for the state 
without compensation.” 


Clear Abuse of Power 


If this refers to occasional services, 
the citizen by consent acquiesces be- 
cause of the expense of opposing or, 
if very infrequent and not onerous, 
it is easier to perform than to object. 
If this is indeed a common practice, 
it is clearly an abuse of power. Ac- 
tually, of course, the tax is paid on the 
product wholesale by the original pur- 
chaser, and he is enabled to escape the 
burden of the tax. 


The Indiana court then said: 


“The burden imposed upon appel- 
lants by the Act here in question is 
not one of personal servitude, but 
rather one requiring of them and 
other persons similarly situated, the 
performance of certain services for 
the State as a public duty, in order 
to make the collection of the tax more 
uniform and thus render our State 
Government more effective in its ef- 
forts to avoid discrimination in the 
collection of gross income taxes.” 


It is a dangerous situation where 
the state may almost without limit 
impose so-called “public duties” upon 
citizens. These are not cases of a 
state’s function which could not be 
performed otherwise. The state does 
not have the power to impose duties 
upon citizens except within the limited 
scope which has been listed. 

If by “personal servitude” we mean 
slavery, of course, this is not slavery, 
but neither is “involuntary servitude” 
which is imposed for a crime. It may 


Involuntary Servitude 


last only 15 or 30 days of service, 
usually during certain limited hours. 
Neither is the duty of going back to 
one’s job, when one is striking, but 
the courts have held that it is involun- 
tary servitude, and it is so generally 
recognized. These collection duties 
are continuing duties, and subject the 
employer to imprisonment if evaded. 


In rather far-fetched comparison, 
the Indiana court said: 


“While not similar, yet it may be 
said to be in the nature of a jury or 
military service as opposed to per- 
sonal servitude.” 


Of course, military service is con- 
sidered personal servitude, but it comes 
within the exceptional service recog- 
nized since immemorial times. Tax 
collecting is not so recognized. 


Such an expression reveals the true 
danger of this decision—the ease with 
which the courts can brush aside this 
constitutional restriction by saying such 
duty is similar to some other duties; 
the citizen owes no duty to the state 
except those limited few, and the state 
has no right to expand them in this 
way. Moreover, such infrequent serv- 
ice as jury service can scarcely be 
compared with the performance of 
this continuing burden, for jury serv- 
ice is hardly a servitude, involving 
no labor or physical hardship but 
only time and attendance; it is, rather, 
a privilege like voting, which fact 
Americans too often ignore. More- 
over, it represents a right to partici- 
pate in the administration of justice, 
as well as fulfills an ancient right of 
the citizen to have the protection of 
having the facts of his case submitted 
to a jury of his peers. Of course, at 
one time, service in the armed forces 
was considered a privilege, but due 
to the growth of the state, requiring 
long absence in distant places, away 
from one’s family and home, it has 
lost some of its patriotic glamour, 
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except in times of actual peril. The 
language of the Indiana and Kansas 
courts shows scant respect for the 
inviolability of the Constitution and 
little awareness of the threat to the 
citizen in the growth of the power of 
the state and the imposition of greater 
subjection to the demands of the state. 


The Indiana court, in closing, cited 
15 cases, involving sales, use, admis- 
sions taxes, and such, and also the 
question of the unemployment com- 
pensation tax, but in none was the 
question raised as to involuntary servi- 
tude. The court also discussed Helver- 
ing v. Davis,°° which we discussed 
above, where there was no question 
of involuntary servitude raised. Ap- 
plication was made to the Supreme 
Court of the United States for a writ 
of certiorari, but the petition was 
denied, without opinion, December 8, 


1958. 


Another case which we should note 
in passing, as it involved the with- 
holding by New York employers of 
the tax on wages of their out-of-state 
employees, was Travis v. Yale & Towne 
Manufacturing Company.*' In that case, 
residents of New York were granted 
certain exemptions denied to residents 
oi other states. The Supreme Court 
held it unconstitutional on the ground 
of discrimination against nonresidents. 
There was no question of involuntary 
servitude raised, so the court was not 
confronted with the claim of uncon- 
stitutionality on that basis and its 
holding is not in support of the In- 
diana court. 


Conclusion 


As we have pointed out, in none of 
the decisions considered were the 
facts comparable to those in the Akers 
case and in none of them except in the 
Akers case was the question of such 
involuntary servitude clearly at issue; 
hence, they give no approval to the 





” See footnote 32. 


272 


March, 1959 ®@ 


imposition of such burdens. The con- 
stitutions were not intended to im- 
pose the shield against involuntary 
servitude with one hand, and then, 
with the other, to tear it away to 
facilitate the collection of taxes, which 
act is not necessary or even intended 
and is destructive of the basic pro- 
tections of the constitutions. Surely, 
the power to tax is not more sacred 
and paramount than the right to be 
secure in their persons against un- 
reasonable search and seizure, although 
we wonder if that is still the law. 


It is plain that involuntary servi- 
tude, which consists of working in 
prison factories or at other prison 
work, as punishment for a crime is 
excepted under the constitutional pro- 
visions, as are certain involuntary re- 
quired services which we have dis- 
cussed above. However, the language 
indicates that the term “involuntary 
servitude” contemplates and includes 
work which the state wrongfully com- 
pels and is not intended to include 
only the type of servitude covered 
by the terms “slavery” and “peon- 
age.” It is not limited to situations 
where the person is under physical 
duress. The cases which we have 
cited and discussed support the views 
that the term “involuntary servitude” 
includes any type of compelled labor 
and, as we have noted, the use of that 
term in addition to the term “slavery” 
indicates that all compelled servitude 
— unwilling labor—including that 
which has no relation to, or color of, 
slavery, is included in the ban. This 
“requirement” that the employer of 
over a certain number of employees 
compute and deduct the tax from the 
wages of his employees is a require- 
ment of forced labor. This must be 
true, as the “requirement” is backed 
up by severe penalties; the penalties 
do not arise from wrongful acts by citi- 
zens, but because of possible failure to 
yield to such unconstitutional demands. 


* 252 U. S. 60 (1920). 
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Therefore, it is forbidden by such 
constitutional provisions. In Smolezyk 
v. Gaston * the court said: “There is 
nothing better settled than that en- 
forced labor is ‘involuntary servitude’ 
within the meaning of such constitu- 
tional provision.” 


Does the Akers decision indicate a 
reaching out by government to treat 
every citizen as an employee of the 
state—actually in a much lower cate- 
gory, for an employee may resign, but 
the employer cannot, having imposed 
upon him duties from which he can- 
not disentangle himself without going 
out of business and losing all or most 
of his investment. We are a remote 
distance from that ideal expressed by 
Jefferson that the least governed 
people are the best governed. Our 
legislators, particularly in Congress, 
do not agree with Jefferson. One has 
only to skim through the Congres- 
sional Record each day to see the con- 
stant attempts by legislators to secure 
the intervention of government in the 


affairs of this group or that group, to 
finance this program to change the 
course of economic law, or to reim- 
burse people for whatever loss they 
have suffered, no matter how. This is 
all clearly unconstitutional and should 


be repugnant to a free people. We 
need to be fearful, for the courts, in- 
stead of striking down these attempts 
by government, unhestitatingly read 
the constitution with glasses which 
distort the words our forefathers wrote ; 
and they no longer seek to restrain 
the increasingly heavy hand of gov- 
ernment from striking down the citizen, 
or loading him down with back-break- 
ing burdens, but push the citizen aside 
to make way for the wheels of big 
government. 


The national and state legislatures 
and the courts have overlooked what 
the New York Court of Appeals said, 
in Rathbone v. Wirth: ** 


"24 N. W. 2d 862 (1946). 
* 150 N. Y. 459, 470, 45 N. E. 15, 18 (1896). 


Involuntary Servitude 


“We must not forget that a con- 
stitution is the measure of the rights 
delegated by the people to their gov- 
ernmental agents, and not of the rights 
of the people. It apportions the powers 
of government, with such limitations 
as are appropriate to keep their exer- 
cise clearly defined.” 


Judge Cooley, in his Constitutional 
Limitations, quoted in Dennis v. 
Moses,** sets forth a guide which we 
believe applies to the United States 
Constitution as well as the state con- 
stitutions, and which the Founding 
Fathers had in mind when they created 
our government: 


“In considering state constitutions, 
we must not commit the mistake of 
supposing that, because individual 
rights are guarded and protected by 
them, they must also be considered 
as owing their origin to them. These 
instruments measure the powers of 
the rulers, but they do not measure 
the rights of the governed.” 


In this present trend toward a more 
powerful and centralized government, 
these fundamentals must be remem- 
bered, if constitutional government 
is to maintain the citizen’s freedom. 
This power has not been granted to 
the government. If it has obtained 
such power, it is by usurpation, and 
because the individual citizen is too 
weak to contest its use with the vast 
resources of this Frankenstein. Per- 
heps this is strong language to em- 
ploy in referring to our government, 
but as we have pointed out, our an- 
cestors feared the government and 
sought to limit clearly its powers. 
Just because government assumes a 
paternalistic aspect, and the guise of 
the guardian of welfare, there is no 
reason to trust it any more than they, 
because if it grows beyond the control 
of the citizens, all of the liberties of 
citizens are in jeopardy. [The End] 


*18 Wash. 537, 571, 52 P. 333, 339 (1898). 
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ANNUAL EXCLUSION TRUSTS—Continued from page 238 


the present worth of the future income 
rights transferred.” 


For similar reasons it is understood 
that the Service has taken the posi- 
tion, in unpublished rulings, that trans- 
fers of oil royalties to short-term trusts 
do not protect the grantor from taxa- 
tion on the income during the term of 
the trust, and has taken the same 
position with respect to the participa- 
tion of such trusts in family partner- 
ships. 


Trusts which require current dis- 
tributions of income to minors present 
the problem as to what disposition 
should be made of the income on dis- 
tribution. A clause authorizing the 
payment of income to the parent or 
other party for the benefit of the 
minor has been approved, at least in 
the Sixth Circuit.” It has not yet 
been determined whether it will be 
equally permissable to authorize dis- 
tribution of such income to a statutory 
custodian. Spendthrift trust clauses 
may be used in trusts of this sort,®* 
and clauses authorizing trustees to 
distinguish between principal and in- 
come may also be used.* 


Other Types of Trusts 


All three types of annual exclusion 
trusts discussed above require a some- 
what artificial arrangement of the gift. 
In many moderately sized estates, 
the use of a more conventional trust 
may be preferable even though annual 
exclusions are lost. This is particu- 
larly true where the specific exemp- 
tion, which is available even in the 
case of gifts of future interests, has 
not been fully used, or where the tax- 
payer is still in comparatively low gift 
tax brackets. 


If it appears desirable to use one 
of the special types of trusts estab- 
lished here, it may be well to have a 
trial run, especially if the trustor has 
not had previous experience with trust 
arrangements. This can be done by 
providing that the trust will be rev- 
ocable. Although no effective gift is 
consummated,” the power to revoke 
can be released if, after a trial period, 
it appears that the trust satisfactorily 
serves the client’s needs. [The End] 


STUMBLING BLOCKS IN REORGANIZATIONS— 


Continued from page 208 


these cases the various steps taken as 
part of the plan had no business pur- 
pose, and were used to disguise the 
real intent of the transfer. The Supreme 
Court first put forth this doctrine to 
prevent subterfuge from becoming a 
part of the tax law. In cases such as 


® Rev. Rul. 57-315, 1957-2 CB 624. 

* Gilmore v. Commissioner, cited at foot- 
note 1. 

® Rev. Rul. 54-344, 1954-2 CB 319. 

* Frances Carroll Brown, CCH Dec. 23,073, 
30 TC —, No. 83 (1958); cf. Regs. Sec. 
20.2056(b)-5(f)(4), 1954 Code Sec. 674- 
(b)1(b)(8). 
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Bausch & Lomb, where mere changes 
in business form are effected, the use 
of the doctrine seems to result in 
thwarting the intention of Congress 
that such transactions be permitted 
to take place without realization of 


gain. [The End] 


“Rev. Rul. 58-395, I. R. B. 1958-32, 14 
(August 11, 1958). Even though the gift 
may be incomplete for gift tax purposes, a 


gift tax return is required to be filed. (Regs. 
Sec. 25.2511-2(j).) 
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Tax Fraud Before the Treasury 


and Justice Departments 
By ERNEST R. MORTENSON 


Often the line of demarcation between evasion and avoidance is faint. 
This article tells what happens to a taxpayer when his 

tax affairs fall on the avoidance side of the line, 

and what the government must do and does about it. This article 

is based on a talk which Mr. Mortenson gave before a recent 

monthly meeting of the Tax Committee of the Los Angeles Bar Association. 


O ONE CAN STATE with any degree of certainty how much 

tax is evaded or avoided each year by American taxpayers. We 

do have some statistics concerning this subject which some economists 
have tagged with the delightful euphemism “tax leakages.” 


In 1952 personal income was estimated to be a total of about 
$271 billion.’ However, the income reported on tax returns, before 
exemptions and deductions, was $215 billion in that year. This leaves 
a gap of $56 billion, of which a large part can be explained by 
the difference between the concept of adjusted gross income and the 
figures included in personal income. The economists who made the 
analysis came to the conclusion that, in 1952, 5 per cent of the $183 
billion in wages and salaries, or about $9 billion, failed to show up 
on tax returns. Also omitted from the returns was $1 billion in 
dividends, or 14 per cent of total dividends paid. Individuals who had 
interest income failed to report $3.5 billion of income from this source, 
or 61 per cent of the total. Individual proprietors and members of 
partnerships should have reported $35.1 billion for 1952 but reported 
$10.4 billion less than that amount. Of farm income of $15 billion, 
only $6 billion appeared on tax returns, leaving $9 billion unreported. 
In addition to the above, the analysts found that the reporting per- 
centage of business and professional income was 87.5, which meant 
that about $2.5 billion from this source was omitted from tax returns. 
Even assuming that this unreported total of $11.5 billion was taxed in 
the lowest income bracket, the amount of tax loss is many times 
greater than the total cost of operating the Internal Revenue Service 
for a taxable year.* 





* Federal Tax Policy for Economic Growth and Stability (United States 
Government Printing Office, November 9, 1955), pp. 314-320. re : 

*For example, administrative expenses of the Internal Revenue Service for 
fiscal year 1953 were $270 million. 
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It has been rationalized that even 
though we lose billions of dollars each 
year in unreported income, the 90 per 
cent compliance which we experience 
is quite satisfactory considering our 
method of “self assessment”’ of taxes. 
On the other hand, many writers have 
suggested that the lack of more com- 
plete enforcement has resulted in a 
growing disrespect for the tax laws. 
Regardless of which point of view 
we might take, we must be aware of 
the fact that enforcement activities 
in the fraud area have increased in the 
last several years and undoubtedly 
will continue to gain momentum. 


Penalties Imposed 


Sanctions in the tax laws begin 
with a 5 per cent penalty for negli- 
gence, and increase in severity to five 
years’ imprisonment and a $10,000 fine 
on each count of an indictment for 
income tax evasion. Examples of the 
many penalty provisions are the 50 
per cent addition to the tax for fraud, 
the criminal penalty of one year in 
prison and a $10,000 fine for failure 
to file a return, and the three-year 
imprisonment and $5,000 fine for aid- 
ing or assisting in making a false 
return or the filing of a false offer in 
compromise. Aside from the provi- 
sions of the Internal Revenue Code, 
indictments are commonly brought in 


* Cooper v. U. S., 56-2 ustc J 9655, 233 F. 
2d 821 (CA-8); cf. LaSalle v. U. S., 155 F. 
2d 452 (CA-10, 1946). 
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tax cases for violation of the criminal 
code (USC, Title 18). Testifying 
falsely before a special agent in an 
income tax matter has sent a number 
of individuals to prison for perjury 


(18 USC Section 1621). 


A section of the criminal code which 
is coming into broader use in tax 
cases is 18 USC Section 1001 which 
imposes a penalty for five years and 
a $10,000 fine for making a false 
statement “in any matter within the 
jurisdiction of any Department or 
Agency of the United States... .” 
Mention should also be made of Sec- 
tions 6672 and 7215 of the 1954 Code, 
the first of which imposes a 100 per 
cent penalty on corporation officers 
who wilfully fail to pay over certain 
“trust fund” taxes to the government, 
and the latter of which makes it a 
misdemeanor to fail to account for 
such taxes after notice. 


Distinction Between Avoidance 
and Evasion 

Tax avoidance is practiced by a 
large percentage of our citizens in all 
walks of life and carries with it no 
moral stigma. Tax evasion, on the 
other hand, in its most severe form, 
is a crime. Some of the distinctions 
between avoidance and evasion are 
quite subtle. In fact, an unsuccessful 
attempt at tax avoidance might result 
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in tax evasion. The late Randolph 
Paul drew the following distinctions 
between evasion and avoidance: 


“Evasion in its most extreme form 
may relate to activities post-dating 
events which have created liability, 
such as attempts to escape from pay- 
ment of a tax finally due under the 
facts and law as they clearly exist. 
The distinction sought is not black 
and white; evasion may also occur at 
an earlier point of time and consist 
of the manipulation of events deter- 
mining liability in some manner to 
escape liability. But this manipula- 
tion must, if there is evasion, have in 
it elements of deceit, if not fraud, 
more specifically, if there is evasion, 
there will be subterfuge, camouflage, 
concealment, some attempt to color 
obscure events, or to make things 
seem other than they are. Once the 
event is determined, the only question 
left is one of law. In other words, 
there is usually in evasion some de- 
gree of effort to represent events, not 
as they truly occurred, but in a light 
deemed advantageous to the taxpayer. 
In this sense the contrast with the 
word ‘avoid’ is most significant. A 
person who merely avoids conceals 
and misrepresents nothing. He merely 
shapes events affirmatively or nega- 
tively toward freedom from tax, but 
once the determining events have oc- 
curred, he reveals them, sometimes 
boldly, depending upon a defect or 
loophole in the law, or on intentional 
or unintentional failure of the law to 
impose tax upon the transaction which 
occurred. Sometimes the law is am- 
biguous, and the avoider does no more 
than choose the less perilous road.” 
(Paul, Studies in Federal Taxation 
(1937), pages 13 and following.) 


Having the conceptual differences 
between avoidance and evasion in 
mind, we might list the following spe- 
cific acts as constituting methods of 
evasion : 
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Concealing assets ; making false en- 
tries in books; concealing income; 
padding or entering fictitious expenses 
in books ; keeping a double set of books ; 
alteration of records; destruction of 
books and records; using counterfeit 
invoices ; concealing bank accounts by 
use of fictitious names; use of ficti- 
tious transactions; failure to record 
sales; deducting substantial personal 
expenses as business expenses; using 
kickbacks and extensive use of cash 
transactions to avoid recording of 
income. 


In contrast to such deliberate meth- 
ods of evading taxes, we have more 
sophisticated techniques for reducing 
the tax impact by investing in local 
and state government bonds on which 
interest is tax exempt; investing sav- 
ings through life insurance companies, 
where exempt interest may be ob- 
tained; making investments in which 
income is subject to depletion deduc- 
tions; using deductions for personal 
consumption expenditures; splitting 
of family income by using multiple 
trusts; making inter vivos gifts; cre- 
ating family partnerships; using de- 
ferred compensation arrangements, 
pension trusts and fringe benefits; 
accumulating profits in closely held 
corporations ; setting up multiple cor- 
porations and taking advantage of the 
preferential treatment accorded cap- 
ital gains. 


How to Recognize Fraud Case 


Before Agent Is Assigned 


In an ordinary civil tax case, the 
government has the right to compel 
the production of the taxpayer’s books 
and records; however, if there is a 
potential criminal tax case, the tax- 
payer has the privileges and immuni- 
ties accorded by the Fourth and Fifth 
Amendments to the Constitution. 


It is common experience that an 
attorney is called in to represent the 
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taxpayer only after constitutional 
rights have been waived and serious 
damage done to his case because of a 
waiver of his privileges and the giving 
of damaging testimony or submission 
of privileged books, records and docu- 
ments to the Treasury agents. It is 
of the utmost importance, therefore, 
that a determination be made at the 
earliest possible moment whether 
there is a possibility of criminal ac- 
tion. If the client retains the attorney 
before a revenue agent or special 
agent has been assigned to the mat- 
ter, he should make an independent 
investigation to establish the exist- 
ence or absence of the two concurrent 
elements necessary to prove criminal 
tax evasion—that is, there should 
first be a thorough audit made to find 
out whether any substantial addi- 
tional tax is due for the period in- 
volved and, if there is, the whole 
matter of intent must be explored. 
Of course, no two tax evasion cases 
are alike and the type of proof of wil- 
fulness which the government might 
employ will differ in every case. It 
is just as difficult to lay down any rule 
for determining the existence or non- 
existence of criminal intent in a tax 
case as in an ordinary criminal matter. 


We have used the word “substan- 
tial” in connection with the amount 
of the tax deficiency. Naturally, the 
larger the understatement of tax is in 
connection with the total tax liability, 
the greater will be the implication of 
wilfulness. In other words, if the 
unreported tax is large in proportion 
to the reported tax, knowledge of the 
understatement is more likely to be 
implied. In this connection, we might 
mention that there is no de minimis 
principle operating in a tax evasion 
case. The reason for that is obvious. 
If, for example, it were established 
that no prosecution for tax evasion 
would be brought if the deficiency 
were less than $500, this would leave 
open a large area for evasion, let us 
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say by claiming false exemptions. It 
is basic that the enforcement be made 
effective at all levels so that large- 
scale evasion cannot be practiced 
with immunity by any particular class 
of taxpayer. 


With regard to the ratio of reported 
tax to unreported, we find for exam- 
ple, in U. S. v. Koppelman, 45-2 ustc 
{| 9465, 61 F. Supp. 1007, that an unre- 
ported item of $12,000 was deemed to 
be sufficiently insignificant where the 
gross income of a partnership was 
$3,500,000. The government there 
failed to carry its burden of proof 
“beyond a reasonable doubt.” On the 
other hand, the government has suc- 
cessfully prosecuted cases where small 
tax deficiencies existed. As stated 
above, the courts are reluctant to de- 
fine, in any way, the areas below 
which the unreported tax would be 
deemed to be unsubstantial. 


Intent.—If it is concluded that a 
substantial amount of tax is unre- 
ported, the attorney examining the 
case must diligently seek out the evi- 
dence which would be available to 
the government to prove knowledge, 
wilfulness or intent. As one judge 
remarked in a criminal case, “tax eva- 
sion is not practiced on the Court- 
house steps.” The reported cases bear 
him out in that we find few prosecu- 
tions where there is “direct” evidence 
of criminal intent. In the great ma- 
jority of cases, wilfulness is estab- 
lished by indirect or circumstantial 
evidence. 


In explaining the distinction be- 
tween tax evasion and tax avoidance, 
there were mentioned some acts which 
would be seized upon by the govern- 
ment as indicating a wilfulness to 
commit fraud upon the government. 
As in other controversies coming be- 
fore the courts, the jury, acting as fact 
finders, will determine the existence 
or absence of criminal intent from all 
of the facts and circumstances estab- 
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lished at the trial. Naturally, the exist- 
tence of affirmative acts which would 
indicate an intent to conceal, mislead 
or deceive the government would be 
the most potent evidence of criminal 
intent to defraud. In his preliminary 
analysis of the case as a whole, the at- 
torney must draw his best judgment 
as to whether or not the government 
might possibly establish, by the neces- 
sary degree of proof, the existence of 
a substantial tax deficiency and the 
intent of the taxpayer to evade taxes. 
If a real possibility exists that in a 
prosecution the government could es- 
tablish both the necessary elements 
of deficiency and intent, then the at- 
torney must decide what course of 
action should be adopted in the matter 
of “cooperation,” which subject will 
be discussed later herein, 


After Agent Is Assigned 

In some of the larger cities, there 
is a group of revenue agents, some- 
times designated “fraud group,” which 


specializes in fraud investigations. 
Even in those cities, however, any 
internal revenue agent may be assigned 
to a fraud case. If a special agent 
attached to the Intelligence Division 
is making an investigation, we can 
be satisfied that fraud is suspected. 
Here, however, a distinction must be 
made between a preliminary investi- 
gation and a regular fraud investiga- 
tion. If an informer’s letter has been 
received in the office of the district 
director of internal revenue, depend- 
ing on the practice in a particular 
district, the matter might be assigned 
to either a special agent or a revenue 
agent. If, during the preliminary in- 
vestigation, evidence of tax evasion 
is uncovered, a regular fraud investi- 
gation may be commenced. In that 
event, it becomes a joint investigation 
with a regular “fraud” number issued 
out of the local district director’s 
office. In the normal course, the rev- 
enue agent will make his report, fol- 
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lowed by one written up by the special 
agent in which a recommendation for 
or against criminal prosecution will 
be made. The instructions for the 
agents provide that the revenue agent 
is responsible for the “audit features” 
of the matter and the special agent is 
theoretically in charge of the investi- 
gation, with the primary responsibility 
of establishing the “criminal features.” 
When a special agent appears on the 
scene, therefore, there is either a sus- 
pected criminal violation of the tax 
laws or a full-scale investigation in 
progress. In either event, the tax- 
payer may rely upon his constitutional 
protections. 


Quantum of Proof 
Civil Fraud 


There is no intention in this article 
of discussing the rules for the fas- 
cinating game of tax avoidance, our 
field being restricted to a few aspects 
of evasion. Section 6653(b) of the 1954 
Code tells us that there shall be added 
to the tax, an amount equal to 50 per 
cent of the underpayment. If any part 
of the underpayment is due to fraud, 
the whole deficiency is tainted. The 
Code specifically provides (Section 
7454) that the government has the 
burden of proof on the issue of fraud, 
and the Tax Court has said many 
times that the Commissioner must 
present “clear and convincing” evi- 
dence of fraud in order to sustain his 
burden of proof. The courts of ap- 
peals, in general, have applied the 
same test. Fraud cases come to the 
courts in so many guises that it is 
almost impossible to draw from them 
any generalization which could aid us 
in formulating a test of fraud. The 
courts have considered the disparity 
between the reported and the true 
income; the existence or absence of 
any evidence of deception or conceal- 
ment; the reliance upon assistance in 
the keeping of books or preparation 
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of returns; the type of “error” which 
might throw light on “knowledge” or 
“intent”; and a number of other fac- 
tors, including the special character- 
istics of the taxpayer. A certified 
public accountant, for example, would 
be held to a higher standard than a 
person of limited education who is 
unfamiliar with accounting practices 
and tax matters, 


By specific statutory provision, the 
fraud penalty and negligence penalty 
are mutually exclusive. Aside from 
the fact that the Code prohibits the 
application of both penalties, it is a 
logical conclusion that if something 
is wilful or a result of an intentional 
act, it cannot also be negligent. It 
might be noted that many cases, 
where the government is short on 
proof of intent, are settled with the 
imposition of the negligence penalty. 


It has been held that if the Com- 
missioner pleads fraud and negligence 
in the alternative, the court may sus- 
tain one or the other penalty; how- 
ever, the Court of Appeals for the 
Sixth Circuit said in Duffin v. Lucas, 
3 ustc § 863, 55 F. 2d 786, that the 
taxpayer is entitled to have the deter- 
mination of negligence made at the 
administrative level and the court 
should not substitute the negligence 
penalty for the fraud penalty on its 
own motion. 


Criminal Fraud 

As every lawyer knows, a serious 
crime requires both criminal intent 
and a criminal act. For lesser offenses, 
the element of intent may not be re- 
quired. Mere possession of a lottery 
ticket, for example, may, by statute, 
be made a crime. In this connection, 
it is interesting to note that in 1958, 
Sections 7512 and 7215 were added 
to the 1954 Code. Under these sec- 
tions it is now a misdemeanor for 
any person to fail to collect and pay 
over, or to make deposits of, certain 
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“trust fund” taxes after appropriate 
notice has been given the person to 
do so. Assuming these sections to be 
constitutional, proof of wilfulness or 
intent would not be required in order 
to sustain a conviction. 


In a tax evasion case, as we have 
seen, it is necessary to prove not only 
that the defendant has evaded tax, 
but there must also be proof that the 
defendant intended to defeat or evade 
the tax. That is, the government must 
prove every essential element of the 
crime and the proof must be of a 
degree which convinces the court or 
the jury “beyond a reasonable doubt.” 
It follows that where a conviction of 
criminal tax fraud has been obtained, 
there must also exist civil fraud. How- 
ever, the converse is not true, because 
while clear and convincing evidence 
may be available, it may not, have 
the probative force sufficient to prove 
every essential element of the crime 
of tax evasion beyond a reasonable 


doubt. 


Can the taxpayer refuse to make 
statements or produce books and rec- 
ords?—One of the protections of the 
Fourth Amendment is “the right of 
the people to be secure in their persons, 
houses, papers, and effects against 
unreasonable searches and seizures.” 
This guarantee covers an individual’s 
business offices as well as his home. 
Like the Fifth Amendment, it applies 
to books and records which are in 
the possession of the individual claim- 
ing the privilege. It may not be as- 
serted in behalf of some other persons 
whose security is invaded, and it 
should be kept in mind that this con- 
stitutional protection applies to the 
admissibility of evidence and does not 
grant immunity against prosecution. 
The Fourth Amendment operates as 
a limitation on the activities of fed- 
eral officers and does not prohibit the 
use of evidence unlawfully obtained 
by private individuals. Evidence un- 
lawfully obtained by state officers 
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may or may not be used in a federal 
prosecution, depending on the circum- 
stances. An individual may waive his 
rights under the Fourth Amendment, 
but his consent must be knowing and 
voluntary and not induced by fraud, 
trickery or threats. Mere acquiescence 
in a search is not necessarily a waiver ; 
in general, such waiver will be inferred 
only where it is evidenced by some 
affirmative act. Some recent cases * 
show the solicitude of the courts in 
maintaining the integrity of constitu- 
tional guarantees. In those cases where 
some type of deceit or misrepresenta- 
tion on the part of the government 
agents was involved, the courts sup- 
pressed the evidence obtained by de- 
ceptive methods. In the Lipshitz case 
a special agent by the name of Potts 
and a revenue agent by the name of 
Obst conducted a joint investigation 
into Lipshitz’ tax liability. In decid- 
ing that his constitutional rights had 
been violated, the court said: 


“T am satisfied that from June 30, 
1948, the day Potts was assigned to 
the case, he together with Obst, were 
jointly engaged in the preparation of 
the case for the criminal prosecution 
of the defendant, and that they did 
not inform him, nor did he know, that 
they were so engaged. Potts’ assign- 
ment of Obst, a Revenue Agent, to 
obtain, without the defendant’s knowl- 
edge and consent, extensive informa- 
tion and extracts from the taxpayer’s 
books and records, far in excess of 
those required for the customary routine 
audit of a Revenue Agent, cannot be 
appreciably distinguished from the 
obtainment thereof by stealth or sub- 
terfuge. 

“. . In Boyd v. United States, 116 
U. S. 616, at page 635, 6 S. Ct. 524, 
at page 535, 29 L. Ed. 746, a substan- 

*U. S. v. Guerrina, 53-1 ustc J 9369, 112 
F. Supp. 126, and 55-1 ustc § 9143, 126 F. 
Supp. 609; U. S. v. Lipshitz, 55-1 ustc J 9264, 
132 F. Supp. 519 and U. S. v. Wheeler, 57-2 
ustc § 9752, 149 F. Supp. 445. 
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tially analogous case, involving com- 
pulsorily produced private books and 
papers, the Court said, “Though the 
proceeding in question is devested of 
many of the aggravating incidents of 
actual search and seizure, yet, as be- 
fore said, it contains their substance 
and essence, and effects their substan- 
tial purpose. It may be that it is the 
obnoxious thing in its mildest and 
least repulsive form; but illegitimate 
and unconstitutional practices get their 
first footing in that way, namely, by 
silent approaches and slight devia- 
tions from legal modes of procedure. 
This can only be obviated by adher- 
ing to the rule that constitutional 
provisions for the security of person 
and property should be liberally con- 
strued. A close and literal construc- 
tion deprives them of half their efficacy, 
and leads to gradual depreciation of 
the right, as if it consisted more in 
sound than in substance. It is the 
duty of courts to be watchful for the 
constitutional rights of the citizen, 
and against any stealthy encroach- 
ment thereon.’ That would be equally 
true, in my opinion, of evidence ob- 
tained in part from independent sources, 
if it had its origin in information 
illegally acquired by the Government, 
as aforesaid.” 


We can expect further decisions in 
this area in the future because of the 
increased number of fraud investiga- 
tions and the unorthodox techniques 
employed by some of the agents. 


One of the guarantees of the Fifth 
Amendment is that “No person . . 
shall be compelled in any criminal 
case to be a witness against himself.” 
This privilege does not cover corpora- 
tion books and records which may be 
subpoenaed even though they tend to 
incriminate the corporation’s officers.® 

*Wilson v. U. S., 221 U. S. 361 (1911). 
See also Essgee Company of China v. U. S., 
262 U. S. 151 (1923); Wheeler v. U. S., 226 
U. S, 478 (1913); International Commodities 
Corporation v. Internal Revenue Service, 55-1 
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Nor do the books of some unincorpo- 
rated associations such as labor unions 
or business leagues *® come under its 
protection. However, it has been held 
that the privilege applies to a general 
partnership where each partner is de- 
termined to be a co-owner of all prop- 
erty with equal rights of possession.’ 


The privilege to refuse to produce 
books and records applies only to 
those in possession of the defendant 
or his attorney. Most of the cases 
hold that books and records in posses- 
sion of an accountant or other third 
persons are not privileged.* On the 
other hand, it has been held that where 
the working papers of an accountant 
were, by express agreement, the prop- 
erty of the taxpayer, the subpoena 
could not reach the documents in the 
hands of an attorney who had been 
given them by the taxpayer.® 


Most of the cases say that it is not 
necessary to give a taxpayer a con- 
stitutional warning in a fraud prose- 
cution case. However, it is regular 
procedure in the Intelligence Division 
to give the taxpayer a constitutional 
warning at the beginning of a formal 
question-and-answer statement. As 
previously stated, the general rule is 
that the defendant who waives his 
privilege against self-incrimination, 
must do so knowingly and under- 
standingly. 

We may expect more cases in the 
future arising on motions to suppress 
where the defendants have unwittingly 
or through deception given up records 
or volunteered testimony which had 
the protection of the Fourth and Fifth 
Amendments. 


(Footnote 5 continued) 

ustc 7 9526, 224 F. 2d 882 (CA-2); U. S. v. 

Sclafani, 55-1 ustc J 9146, 126 F. Supp. 654 

(DCN. Y., 1954). 
*Brown v. U. S. 

See also Haywood 

(CCA-7, 1920), cert. 


, 
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Should the taxpayer “cooperate” 
with the agent?—-The two extremes 
of cooperation and noncooperation 
might be said to be the giving of a 
complete confession on the one hand 
and the “give ’em and tell ’em noth- 
ing” attitude on the other.*® There are 
situations, of course, where the tax- 
payer has no privilege of nondisclosure 
or refusal to produce books and rec- 
ords, so it is only when he is clothed 
with constitutional protections that 
the problem of cooperation arises. 


If the taxpayer is an individual and 
has possession of incriminating facts, 
he may ordinarily refuse to make 
statements or to produce books and 
records. Sometimes the lawyer has 
very difficult decisions to make in ad- 
vising his client regarding the extent 
to which the taxpayer should cooper- 
ate with the examining officers. Be- 
tween the denial of any cooperation 
and the giving of full cooperation, 
there is a large area where questions 
of partial cooperation are involved. 
To the extent that cooperation can- 
not harm the client’s case, the giving 
of information to the agents may pre- 
vent prosecution or, in the event of 
an indictment-and trial, the coopera- 
tion may have a favorable influence on 
the jury and may well affect the sen- 
tence given by the judge if a convic- 
tion is obtained. When information 
is volunteered or given upon request 
to the agents, the lawyer must con- 
sider the possibility that he is “co- 
operating his client into prison.” For 
example, in U. S. v. Kafes, 54-2 ustc 
§ 9492, 214 F. 2d 887 (CA-3) the de- 
fendant, who was a member of the 

"In re Subpoena Duces Tecum, 81 F. Supp. 
418 (DC Cal., 1948). 

* Himmelfarb v. U. S., 49-1 ustc J 9313, 175 
F, 2d 924. 

*In the Matter of House, 56-2 ustc § 9780, 
144 F. Supp. 95 (DC Cal., 1956). 


*An ancient and familiar saying is, 
“cc: ° 4 ” 
Silence is the friend of the accused. 
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bar, among other things had failed to 
keep adequate records. In sustaining 
a judgment imposing a sentence of 
1% years in prison, the Third Circuit 
said: 

“Defendant had before the jury his 
willingness to cooperate with the 
Government investigators and got 
them on record in saying that he had 
done so. But, on the whole, the ques- 
tion whether he was attempting to 
evade his obligation to the United 
States was a jury question and the 
jurors decided against him. We can- 
not say that their conclusion was 
wrong.” 

Cooperation and the use of a com- 
bination expenditure and false state- 
ment method of prosecution.—Let us 


Category 


Rent 

Food 

Clothing (wife) 
Clothing (husband) 
Furs 

Jewelry (wife) 
Jewelry (husband) 
Automobiles 


Outside Entertaining 
Gifts 


1946 
$ 1,500.00 $ 
2,600.00 
900.00 
1,500.00 
af}. 
1,000.00 


3,964.92 
3,000.00 7,500.00 
1,500.00 1 


take the case of the taxpayer who 
learned that Treasury agents were 
interviewing persons with whom he 
had had business transactions. Many 
of his dealings had been in cash and 
few personal records had been kept. 
Knowing that the agents were using 
the expenditure method of proving in- 
come and that his expenditures were 
far in excess of his reported income, 
he decided to submit his own schedule 
of payments and income sources to 
the agents. 


For the years 1946, 1947 and 1948 
taxpayer had reported a total net in- 
come of $68,787.62. The expenditures 
he made during these years according 
to the written statement he submitted 
to the agents were: 


Years 
1947 
375.00 
2,600.00 
900.00 
3,000.00 
5,400.00 
4,576.00 


9,052.22 


,500.00 


)- 1 
500.00 

1,500.00 1 
aie 
~0- 


Servants 

Miscellaneous (wife) 

Miscellaneous (husband) 

Gardener 

Cost of House 

Cost of Furniture and Renova- 
tions and House Repair -0- 

Medical and Dental .. 260.00 

Business Loans & Investments —0- 

Federal & State Taxes Paid 2,981.12 


,200.00 
500.00 
,500.00 
720.00 
33,500.00 


500.00 
,500.00 
960.00 
ws 


48,880.34 
500.00 
13,606.52 
8,170.86 


$143,480.94 


~0- 
1,000.00 
49,594.71 
6,601.46 
TOTALS $21,206.04 


$79,476.17 


$79,476.17 
143,480.94 
21,201.04 


$244,163.15 
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The difference between the $68,787.62 
income reported and the $244,163.15 
spent was explained in writing by 
scheduling many purported loans, one 
as high as $35,000. 


The agents, with this document in 
hand, completed their investigation of 
the expenditures made which they estab- 
lished at $345,933.53, about $100,000 
more than the taxpayer scheduled. 
They then took the purported loans 
one at a time and demonstrated that 
most of them had not been made. 


The defendant was indicted not 
only for tax evasion for each of the 
three years but also for filing a false 
statement with the Treasury Depart- 
ment in violation of the Criminal 
Code (18 USC Section 1001). When 
the case came to trial the government 
was successful in proving expendi- 
tures far in excess of those listed in 
the statement. With regard to the 
loans, the problem was not so easy 
because the $35.000 loan as well as 
most of the others were purportedly 
made by persons then deceased. To 
meet this situation, the prosecution 
adopted the strategy of using Rule 27 
of the Federal Rules of Criminal Pro- 
cedure, which incorporates Rule 44 of 
the civil rules. Under this rule the 
probate records of the deceased 
“lenders” were brought into court to 
show the “absence of an entry.” That 
is, a “negative” was proved by show- 
ing there was no account or note re- 
ceivable from the defendant listed in 
any of the probate schedules. 


The government was successful in 
obtaining a conviction not only on the 
tax evasion counts but also on the 
false statement count. The defendant 
had gambled on discouraging the 
agents from completing the investi- 
gation by claiming a nontaxable source 
of the funds. But in so doing he 
simplified the problem of prosecution 
because the agents could then proceed 
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by disproving his statements, without 
the necessity of establishing by com- 
petent proof the nonexistence of other 
nontaxable sources of the funds. In 
other words, his admissions regarding 
the amount of money expended and 
the source of the funds were available 
as evidence in the government’s af- 
firmative case. 


Setting up criminal case without 
taxpayer cooperation.—As we have 
seen from the above false-statement- 
and-net-worth-expenditure case, the 
government has the advantage in a 
prosecution where the taxpayer sup- 
plies information to the agents on 
which a “starting point” or source of 
income can be predicated. While it is 
possible to establish “specific item,” 
bank deposit and net-worth-expenditure 
cases without access to the taxpayer’s 
records and without “admissions” 
having been made by him, such cases 
are rare because of the difficulty of 
showing that the alleged specific un- 
reported income is not really included 
in the tax return. In a specific item 
case, if there were sufficiently detailed 
schedules attached to the income tax 
return, the agents might be able to 
show fictitious expenses or unreported 
income by simply going to third-party 
records. Usually, however, it is neces- 
sary to show from the taxpayer’s own 
books thai a claimed expense was not 
actually incurred or that there was 
taxable income in addition to that re- 
flected on the books. 


Regarding a bank deposit case, it 
would be an unusual situation where 
the bank records alone could be used 
to establish the falsity of a return. 
Of course, if the bank records show 
deposits of money, which is obviously 
gross income, greatly in excess of that 
shown on the return, the agents can 
demonstrate the falsity of the return 
if sufficient support can be obtained 
from other third-party sources. 
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Since the Supreme Court's net 
worth decisions were promulgated in 
1954," a number of articles have been 
written on the net worth technique, 
so no attempt will be made herein to 
discuss the method in detail. In most 
net-worth-expenditure cases some use 
has been made of the taxpayer’s own 
records, but it is possible, as we have 
previously stated, to set up a case en- 
tirely from third-party sources. Take, 
for example, a taxpayer who had filed 
a sworn net worth statement with the 
government showing his net worth to 
be $40,000 on December 31, 1952. As- 
sume also that he has submitted de- 
tailed net worth statements with a 


1952 
$40,000 


ex- 


Net Worth ... 
Add: Personal 
penses 

Less: Gifts 


Less: Inheritances 


1953 
$80,000 


8,000 


bank as of December 31 of each year 
1953 through 1956. With these five 
statements in the hands of the Treas- 
ury agents, together with proof of 
personal expenses during those years, 
the net worth method can be applied. 
The agents will, of course, determine 
what gifts were made, the amount of 
any inheritances and the existence of 
any borrowed money or other non- 
taxable funds. Assuming that they 
have been able to negative any non- 
taxable income except gifts of $5,000 
and inheritances of $11,500, a compu- 
tation of income might be made as 
follows: 


1956 
$235,000 


1955 
$175,000 


1954 
$130,000 


9,000 
5,000 


9,500 


10,000 


11,500 








Total $40,000 


Increase to be explained 


$88,000 
$48,000 


$173,000 
$ 39,000 


$245,000 
$ 72,000 


$134,000 
$ 46,000 


Total increase for four years = $205,000 


If the taxpayer showed the follow- 
ing taxable income on his returns, 
there would be unreported income of 


$99,000 ($205,000 minus $106,000) .*? 


Reported Income 
$ 25,000 
26,000 
25,000 
30,000 


Year 
1953 
1954 
1955 
1956 


$106,000 


It is a tedious and difficult job for 
the agents to put together a net worth 
case which fulfills all the require- 
ments of proof of (1) solid starting 


" Holland v. U. S., 54-2 ustc 9 9714, 348 
U. S. 121; Smith v. U. S., 54-2 uste 9715, 
348 U. S. 147; U. S. v. Calderon, 54-2 ustc 
7 9712, 348 U. S. 160; Friedberg v. U. S., 
54-2 ustc J 9713, 348 U. S. 142. 

"This is without taking account of in- 
come taxes paid or any capital gains adjust- 
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point (with such corroboration as 
may be necessary), (2) source of in- 
come, (3) cost of assets, (4) owner- 
ship of assets, (5) cash expenditures 
made and (6) nonexistence of gifts, 
inheritances, loans or returns on loans; 
together with the investigation of 
“leads” given the agents. Neverthe- 
less, two agents armed with a package 
of summonses can gather a surprising 
amount of information when they 
have nothing else to do but pursue a 
particular case day after day. Some- 
times, where the discrepancy between 
reported income and moneys invested 
and expended is very great, the task 





ment. The above illustration is obviously 
oversimplified but illustrates a method which 
the Supreme Court of the United States 
decided in 1954 could be used within the 
limitations prescribed. 





is quite simple. Even where the tax- 
payer’s transactions are mainly in 
cash he may have left a trail compara- 
tively easy to follow. But whether 
they are difficult or easy, it is fair to 
assume that, with the blessing of the 
Supreme Court, more net-worth-ex- 
penditure cases will come out of the 
Intelligence Division. This is particu- 
larly true now that the newer agents 
are gaining more confidence in the use 
of this prosecutive technique. 


Conference 
with Government Representatives 


Under current procedure, upon re- 
quest, conferences will be given in a 
criminal fraud case in the following 
offices: (1) Intelligence Division; (2) 
Office of Regional Counsel; (3) Tax 
Division, Department of Justice, Wash- 
ington, D. C.; and (4) office of the 
local United States Attorney. 


Intelligence Division 


During the period of the joint in- 
vestigation, sometimes the special 
agent and the internal revenue agent 
assigned to the fraud case will be 
quite liberal in discussing matters 
with the taxpayer's representative. 
Most often, however, the agents will 
have very little to say about their 
activities in connection with the case 
or what they have discovered about 
the taxpayer’s affairs. But when a 
has been completed and the 
special agent has recommended prose- 
cution, taxpayer’s representative, upon 
request, will generally be afforded a 
conference with a conferee in the of- 
fice of the Assistant Regional Com- 
missioner, Intelligence. Here the pro- 
cedure is not uniform regarding the 
amount of information which will be 
given the taxpayer or his representa- 
tive regarding the basis for the recom- 
mendation of prosecution. However, 
in most instances, unless there is some 
particular reason for nondisclosure, 
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the conferee will discuss the facts and 
the issues involved in the case. Further- 
more, an opportunity will be given 
for defensive material to be filed. 
Also, any explanations which the tax- 
payer may have can be presented for 
consideration at this reviewing level. 


Office of Regional Counsel 


Once a case has reached the desk of 
an enforcement attorney in the office 
of the regional counsel, there is a 
serious threat of indictment. In some 
regions where the review in the In- 
telligence Division is thorough and 
strict, the chances are very good that 
the case will move from the regional 
office to the Attorney General in 
Washington, D. C. Nevertheless, we 
must keep in mind that the first 
thorough /egal review of the case is 
had in this office. The attorney charged 
with the case must view the evidence 
not only in the light of its admissi- 
bility, but he must determine in his 
own mind whether “the evidence is 
sufficient to indicate guilt beyond a 
reasonable doubt” and whether there 
appears to be “a reasonable proba- 
bility of conviction.” In other words, 
the enforcement attorney must decide, 
in view of all of the circumstances and 
available evidence, whether the par- 
ticular case is one which satisfies the 
tests applied in a criminal case. Often, 
despite prior conferences in the In- 
telligence Division, the first time the 
taxpayer’s attorney finds out what the 
case is really about is in his discus- 
sions with the enforcement attorney 
and the associated technical adviser. 
Again, if there are defensive matters 
which the taxpayer’s counsel wishes 
to submit, he will be given an oppor- 
tunity to do so. Sometimes counsel 
is in a dilemma at this stage because, 
in submitting data, he may be taking 
a position or making an election 
which could later hamper him in con- 
ducting a defense to the charges. 
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Tax Division, Department of Justice 


Once a case has been referred to 
the Attorney General of the United 
States for action, he assumes com- 
plete jurisdiction of the matter. The 
case is first sent to the Docket Section 
of the Tax Division in the Depart- 
ment of Justice and given a “D. J.” 
number. Being a criminal matter, it 
goes from the Assistant Attorney 
General in charge of the Tax Division 
to the Chief, Criminal Section. It is 
then assigned to an attorney in that 
section, who is responsible for con- 
ducting conferences and making a 
recommendation to the Attorney 
General regarding disposition of the 
case. Except in unusual cases, the 
Attorney General does not personally 
become acquainted with the details of 
a case but relies upon the Assistant 
Attorney General of the Tax Division 
to act as his delegate. 


The attorney in the Criminal Sec- 
tion in charge of a particular prosecu- 
tion matter considers a case de novo. 


That is, he does not act simply as a 
reviewing officer in considering the 
recommendation of prosecution made 
in the office of regional counsel, This 
attorney, upon request, will grant a 


conference in Washington. The con- 
ference will be informal and, as dur- 
ing previous conferences, the taxpayer’s 
attorney may submit additional 
evidence. 


As we have seen, once the case is in 
the Tax Division in Washington, the 
file has had several critical reviews. 
Consequently, the large majority of 
the cases referred to Washington will 
eventually be sent to the local United 
States attorney with instructions to 
present them to a federal grand jury. 
Practically speaking, the last real op- 
portunity for preventing an indict- 
ment is in the Department of Justice 
in Washington. Ordinarily, when a 
case is referred to the local United 
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States attorney it is accompanied by 
instructions to secure an indictment. 
In a few cases, where for some reason 
there is doubt about the action to be 
taken, the file is referred to the United 
States attorney for such disposition 
as he deems appropriate. Because it 
is only a rare circumstance that an 
indictment can be prevented once the 
file is referred to the United States 
attorney, it is in the Criminal Section 
that convincing defensive evidence 
and argument should be presented if 
the attorney expects the authorities to 
conclude that the case is not a suit- 
able one for prosecution. 


In deciding what action to take, the 
Justice Department attorney applies 
the same general standards as those 
used in the office of the regional 
counsel. In other words, he deter- 
mines in his own mind whether the 
evidence is sufficient to prove the guilt 
of the defendant beyond a reasonable 
doubt and whether there is a reason- 
able probability of obtaining a con- 
viction. Presenting a matter in the 
office of the Attorney General’s repre- 
sentative in Washington, as in the 
office of the regional counsel, is much 
like arguing a case in open court. The 
same thorough preparation, skillful 
presentation of argument and effec- 
tive use of the material at hand will 
determine success or failure. If tech- 
nical questions regarding taxability or 
admission of evidence exist in the 
case, the government attorney will gen- 
erally welcome a written memorandum 
or brief. It should be remembered 
that at this stage the government 
attorney is not interested in the pos- 
sibility. of collection of the tax or in 
the enhancement of the government 
revenue; he simply has to decide 
whether a criminal case exists. 

Section 7122(a) of the 1954 Code 
(1939 Code Section 3761(a)) author- 
izes the Attorney General to compro- 
mise a civil or criminal tax case, but 
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there is a_ well-established policy 
against compromise of a criminal case 
by the payment of the tax, interest 
and penalty alone. In some cases, 
however, the Attorney General will 
agree to settle the matter by accept- 
ance of an offer to plead guilty to one 
or more major counts of the indict- 
ment and to pay the taxes, penalties 
and interest. Of course, the Attorney 
General cannot bind the action of any 
district judge once an indictment is 


found. The most the defendant can 
hope for by such action is that he will 
receive better consideration at the 
time of sentencing. When we con- 
sider the fact that the defendant must 
commit himself in Washington to a 
plea of guilty under such compromise 
procedure, it would appear better 
strategy to await indictment and de- 
cide on what plea to enter after the 
case has been assigned to a judge for 
trial. [The End] 


ADVERTISING DEDUCTION—Continued from page 230 


cision is supported by the opinion of 
the Supreme Court in F. W. Fitch 
Company case, wherein the Court con- 
strued the antecedents of section 4216 
(a) of the 1954 Code. 


“While this opinion dealt directly 
with manufacturers’ advertising and 
selling expenses, the question at issue 
made. it necessary to cover generally 
what constituted taxable price. In so 
doing the Court said, in effect, that 
the statute included in taxable price 
all charges the purchaser had to pay 
to obtain the article f.o.b. at the fac- 
tory, whether reflected separately or 
otherwise in the f.o.b. wholesale price. 


“For the purposes of T. D. 6340, it 
is immaterial to whom the charge may 
be paid, or that it may be separately 
billed to the purchaser as a charge 
for expenses incurred or to be incurred 
in his behalf, as for example, for dem- 
onstration or display, for advertising, 


national or local, or for sales promo- 
tion programs. The Decision makes 
no distinction between local and na- 
tional advertising. There is a single 
test for qualification for exclusion 
from the price on which the excise tax 
is computed, namely, whether pay- 
ment of the contribution is ‘required’ 
in order to secure the article or 
whether it is voluntary. 

“T. D. 6340 contains an over-all and 
definitive definition of taxable price. 
Since previous positions on advertis- 
ing expenses were inconsistent, some 
prior rulings have necessarily been 
modified. 

“The Decision is consistent with 
the Service’s long-standing position 
that compulsory charges by manufac- 
turers for warranties are part of tax- 
able price, and that no readjustment 
is later permitted for the cost of car- 
rying out warranties.” 


TAX-WISE NEWS—Continued from page 202 


The court found the mother paid for 
food, clothing, school tuition, birth- 
days, vacations, recreation, carfare, 
allowances, toiletries and room aids, 
laundry, shoe repair, dry cleaning, 
child care while the mother worked 
and medical expenses. The dependency 
credits were awarded to the mother.— 
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March, 1959 @ 


Anna D. Lopez, CCH Dec. 23,415(M), 
18 TCM 56. 

In connection with divorce, alimony 
and separate maintenance, see also 
Arthur G. R. Metcalf, CCH Dec. 23,294, 
31 TC —, No. 64. The Tax Court 
made a division between alimony and 
child support. 
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Meetings of Tax Men 


University of Miami.—The Four- 
teenth Annual University of Miami 
Tax Conference is planned for the 
week of April 26-May 2. After tech- 
nical meetings at Miami Beach from 
Monday morning to Friday noon, the 
group will embark for Nassau, where 
a lecture on phases of international 
taxation will be featured at the Satur- 
day banquet. Tax authorities parti- 
cipating in the program include Frank 
B. Appleman, Albert B. Bernstein, 
Jacquin D. Bierman, David Boyd 
Chase, Arthur I. Hemmings, Charles 
B. Kniskern, Jr., John S. Pennell, 
John J. Raymond, Allen Tomlinson 
and George D. Webster. Program 
subjects include a review of current 
tax matters, taxation of United States 
citizens residing abroad and nonresi- 
dent aliens having investments in the 


United States, problems in the ac- 
quisition and sale of real estate, estates 
and trusts, the Technical Amendments 
Act of 1958, and new or proposed 
legislation. The registration fee is 
$95. For further information, write 
to the conference director, Dan Stein- 
hoff, Jr., University of Miami Tax 
Conference, P. O. Box 8002, Univer- 
sity Branch, Coral Gables, Florida. 


Dog Fanciers’ Luncheon Club.— 
J. Henry Landman, New York attor- 
ney, will address the Dog Fanciers’ 
Luncheon Club on “Special Tax 
Problems of the Dog Fancier” on 
March 9 at noon at the Hotel Man- 
hattan, New York City. The meeting 
is open to the public. The price of the 
luncheon is $5. Tickets can be pro- 
cured in advance from the banquet 
manager of the Hotel Manhattan. 


What I'm trying to figure out is how they get so fat on thin corporations. 
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